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l. Introduction

1. In this Order, we establish benchmarks that will govern the international settlement
rates that U.S. carriers may pay foreign carriers to terminate international traffic originating in the
United States. The action we take in this Order, along with our recent Accounting Rate
Flexibility Order* and our proceedings implementing the World Trade Organization ("WTQO")
Basic Telecom Agreement, substantially completes our plan to restructure the economics of the
market for U.S. international telecommunications services. This restructuring will promote the
low cost, technologically innovative interconnectivity serving al the world's consumers that
should be the hallmark of a Global Information Infrastructure.

2. The benchmark settlement rates we adopt in this Order are necessary because,
under the current international accounting rate system, the settlement rates U.S. carriers pay
foreign carriers to terminate U.S.-originated traffic are in most cases substantially above the costs

! Regulation of International Accounting Rates, Phase I, Fourth Report and Order, 11 FCC Rcd 20063
(1996) ("Accounting Rate Flexibility Order").
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foreign carriersincur to terminate that traffic.? The significant margins on international
termination fees that now prevail cause U.S. consumers to pay artificially high prices for
international services and discourage foreign carriers from introducing effective competition and
cost-based pricing for all telecommunications services.* Moreover, the above-cost marginsin
settlement rates can be used to finance strategies that create competitive distortions in the market
for U.S. international services.

3. The potential for competitive distortions in the U.S. market for international
servicesis a pressing concern as we move forward with implementing the commitments the
United States made in the WTO Basic Telecom Agreement reached on February 15, 1997. The
Commission has proposed new rules to implement these commitments.* These commitments, and
our proposed rules, will make it much easier for foreign carriersto enter and invest in al U.S.
markets for basic telecommunications services. The benchmarks policy we adopt here reduces the
possibility that this more open entry could create competitive distortionsin the U.S. market. This
approach is fully consistent with our philosophy of using regulatory measures to control the
pricing of interconnection by carriers with control over bottleneck facilities.

4. The combination of freer entry into the U.S. market, the market opening
commitments of other countriesin the WTO Basic Telecom Agreement, and the introduction of
our benchmark settlement rates should provide incentives conducive to the introduction of
alternative arrangements to the traditional accounting rate system for the termination of
international traffic. The Commission has already adopted an Accounting Rate Flexibility Order

The current international accounting rate system was developed as part of a regulatory tradition in which
international telecommunications services were supplied through a bilateral correspondent relationship
between national monopoly carriers. An accounting rate is the price a U.S. facilities-based carrier
negotiates with aforeign carrier for handling one minute of international telephone service. Each
carrier's portion of the accounting rate is referred to as the settlement rate. In almost all cases, the
settlement rate is equal to one-half of the negotiated accounting rate. U.S. carriers are required to file a
copy of their settlement agreements with the Commission. See 47 C.F.R. § 43.51(a)(2).

8 See Letter from Tom Bliley, Chairman, John Dingell, Ranking Demaocratic Member, W.J. "Billy" Tauzin,
Chairman, Subcommittee on Telecommunications, Trade and Consumer Protection, Michael G. Oxley,
Chairman, Subcommittee on Finance and Hazardous Materials, Committee of Commerce, U.S. House of
Representatives, to Reed E. Hundt, Chairman, Federal Communications Commission, dated January 29,
1997 (stating that accounting rate reform "will benefit consumersin the U.S. and around the globe™).

4 See Rules and Policies on Foreign Participation in the U.S. Telecommunications Market, IB Docket 97-
142, Order and Notice of ProPosed Rulemaking, FCC 97-195 at 32 (rel. June 4, 1997) ("Foreign
Participation Notice"). See also Amendment of the Commission's Regulatory Policies to Allow Non-
U.S.-Licensed Space Stations to Provide Domestic and International Satellite Service in the United States,
IB Docl;et 96-111, Further Notice of Proposed Rulemaking, FCC 97-252 (rel. July 18, 1997) ("DISCO Il
Notice").
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that sets forth the conditions under which U.S. carriers’ may deviate from the requirements of the
Commission's Internationa Settlements Policy ("ISP"). The rules we adopted in the Accounting
Rate Flexibility Order should alow carriers to create alternative arrangements for pricing and
organizing the supply of international services.

5. This Order addresses the urgent need for reform of the traditional settlements
system on the many routes where more flexible cost-oriented alternative arrangements are not yet
contemplated. We conclude that we must reduce the settlement rates paid by carriersin the
United States in order to fulfill our duty to ensure reasonable rates for U.S. consumers. We also
conclude we would promote competition in the United States market by using settlement rate
benchmarks to remedy anticompetitive conditions in the international marketplace. We
emphasize, however, that we would prefer to achieve our goals through a multilateral agreement
on accounting rate reform. If, in the future, there is multilateral consensus on a substantially
equivalent international measure to achieve our goals of a more cost-based and non-
discriminatory system of settlements in atimely manner, we will waive enforcement of the
benchmark settlement rates. Thiswas precisely our approach when we adopted the effective
competitive opportunities ("ECQO") test to guide conditions for allowing increased foreign
investment.® When the WTO agreement provided substantially comparable conditions, the
Commission proposed to abandon the ECO test for WTO Member countries.’

6. Our action in this Order comes after years of efforts by the U.S. Government to
achieve cost-based termination fees internationally by means of discussion and negotiation
bilaterally and multilaterally at the International Telecommunication Union ("ITU"), the
Organization for Economic Cooperation and Development ("OECD"), and other international
organizations. We will continue to work in the ITU and other international organizations to
achieve such amultilateral agreement. This Order does not take effect until January 1, 1998 --
the same day as the WTO Basic Telecom Agreement. The first target period for U.S. carriers to
negotiate rates at or below the settlement rate benchmarks, however, is not until January 1, 1999.
We encourage other countries that have expressed interest in an international agreement on
reforming the accounting rate system to continue to work with the United States toward
achieving that goal.

° References in this Order to "U.S. carriers’ include any carrier licensed to operate in the United States
regardless of its ownership or principal place of business.

6 See Market Entry and Regulation of Foreign-Affiliated Entities, Report and Order, 11 FCC Rcd 3873
(1995), recon. pending ("Foreign Carrier Entry Order").

! See Foreign Participation Notice at 1 32.
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7. We believe that accounting rate reform is necessary and will benefit consumers and
carriersin al countries, including businesses and others who rely on global telecommunications
services. Thus, contrary to the views of some commenters, it is not the case that accounting rate
reform will benefit consumers in the United States at the expense of carriers in overseas markets.
Accounting rate reform will allow consumersin al countries to receive higher quality service,
more service options,® and lower rates as accounting rates are reduced to a more cost-based
level.® Accounting rate reform will also benefit every carrier that provides international services
by stimulating growth of those services. The current accounting rate system suppresses global
demand by contributing to inflated International Message Telephone Service ("IMTS") calling
prices. As settlement rates, and in turn calling prices, are reduced, demand for international
services will be stimulated.™

8. It is clear to us that accounting rate reform is essential if carriers that currently
benefit from and rely on artificially high settlement rates are to remain viable. Asthe Secretary-
General of the ITU stated recently, the global telecommunications market has undergone changes
that will be "little short of revolutionary" for the future of the international accounting rate
system.™* In this new market environment, carriers who wish to rely on high settlement rates will
likely find that market forces will create incentives for bypass of their high-cost routes.

9. The WTO Basic Telecom Agreement reached on February 15, 1997 will have
profound effects on the accounting rate system.* Pursuant to that agreement, 69 countries,
covering 95 percent of the global market for basic telecommunications services, have agreed to

As the Coalition for Hemispheric Competitiveness notes, the current system of inflated settlement rates
has created incentives for monogoly IMTS providers to restrict or prohibit the provision of other services,
such as Internet or VSAT, which could potentially undermine their settlement payments. Coalition for
Hemispheric Competitiveness Comments at 4; see also ICA Reply at 3 (if monopoly carriers excess
profits from settlements are reduced, those carriers will lose much of their incentive to stifle competition).

See, e.g., Alexis de Tocqueville Institution Reply at 3 (lower rates will bring benefits to individuals and

businesses throughout Latin America); Coalition for Hemispheric Competitiveness Comments at 3

?artificially high settlement rates create increased costs for Latin America and Caribbean users calling
rom their countries to one another and to the United States).

1o See Alexis de Tocqueville Institution Comments at 3 (many of the concerns expressed bK commenters "are

based on a static analysis of telecom markets, and fail to take into account the changes that lower rates
and greater competition will bring"); Frontier Comments at 1 (" The existence of above-cost accounting
rates has artificially depressed demand for international services.")

n Dr. Pekka Tarjanne, Secretary-General, ITU, "The 1998 Telecommunications Revolution,” Study Group 3
Meeting, May 27, 1997 ("Tarjanne May 27 speech”). The full title of Study Group 3 is the Study Group
?n "Tariff and Accounting Principles including Related Telecommunications Economic and Policy
ssues."

In the words of Secretary-General Tarjanne, the agreement on basic telecommunications "changes
everything." Tarjanne May 27 speech at 2.
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permit competition from foreign suppliers of basic telecommunications services. In addition, 59
of these countries have committed to enforce fair rules of competition for basic
telecommunications services by subscribing to the detailed, procompetitive rules contained in the
Reference Paper on Regulatory Principles negotiated as part of the WTO Basic Telecom
Agreement. Asaresult, most of the world's mgjor trading nations have made binding
commitments to transition rapidly from monopoly provision of basic telecommunications services
to open entry and procompetitive regulation of these services.

10. TheWTO Basic Telecom Agreement will fundamentally change the nature of
relations between international telecommunications carriers. In many markets, the accounting rate
system will become largely irrelevant as alternative means for routing traffic become the norm.
The traditional bilateral correspondent rel ationships between national monopoly carriers are
breaking down as countries open their markets to competition. For example, in markets that
permit competition in international services, carriers will be able to provide end-to-end service
without the use of accounting rates. In addition, under the WTO Basic Telecom Agreement,
more countries will allow switched traffic to flow over private lines, outside the settlements
system. At aminimum, the increased competition in the global IMTS market that will result from
this trade agreement will exert downward pressure on accounting rates in competitive markets as
new entrants compete to terminate foreign traffic.

11.  Asaresult of these competitive pressures, an increasing amount of international
traffic will migrate from the traditional accounting rate system to least cost routes through the use
of practices such as hubbing, refile, and reorigination.”* These practices are all examples of
routing bilateral traffic through athird country to take advantage of alower accounting rate
between the third country and the destination country. Aswe observed in the Notice, such least-
cost routing practices aready have begun to erode the stability of the accounting rate system.

L east-cost traffic routing is an economically rational response to inflated settlement rates, and will
continue as long as carriers maintain excessive settlement rates.** Carriers are also developing
technological means other than these least-cost routing practices to bypass the accounting rate
system. For example, internet telephony has the potential to be a significant alternative to the
accounting rate system. Calls made over the internet are not subject to the accounting rate
system, and as aresult, we anticipate that charges for internet telephony will be substantially

B See "Report Of The Informal Expert Group On International Telecommunications Settlements,”
International Telecommunication Union, April 1997 ("Informal Expert Group Report") (the
implementation of the WTO Basic Telecom Agreement "may, unless there is adequate price reform, result
in an increasing proportion of the world's international traffic flowing outside the traditional international
settlements system™).

1 See, e.g., Dr. Pekka Tarjanne, Consultation Document on Accounting Rate Reform, Temporary Document
3-E, ITU-T Study Group 3, Geneva, November 11-15, 1996 ("The abiligl of regulators to control
accounting rate bypass is limited except insofar as the incentive would disappear if accounting rates and
collection charges were more symmetric and closer to costs').

6
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closer to the actual cost of providing service, and much lower than most collection rates for
international service.™

12. Above-cost settlement rates pose particular problems for the United States as the
largest and most competitive market in the world for facilities-based and resale domestic and
international long distance services. Because rates in the United States are lower than in many
countries, a substantial amount of world traffic is routed through the United States. The
traditional settlement rate system assumes that a customer's physical location determines the place
of origin of an international call, with the carrier in the originating country paying a settlement
rate to the carrier in the terminating country. However, service innovations such as callback
allow customers to change the originating country for settlement purposes. The result is that
many more calls are originated for settlement purposes from countries like the United States with
vigorous retail and wholesale markets than in monopoly markets that lack ssmilar competition.
These traffic routing patterns will only be exacerbated as countries implement their market access
commitments under the WTO Basic Telecom Agreement.

13. Partly as aresult of these traffic routing patterns, the U.S. settlement deficit
continues to grow steeply. 1n 1996, the U.S. settlement deficit totalled $5.4 billion, double what
it wasin 1990. Conservative estimates put at |east seventy percent of that total as an above-cost
subsidy from U.S. consumersto foreign carriers. It isthis subsidy paid by U.S. consumers which
is the focus of our concern, not the total settlements deficit. Our goal isto moveto a
nondiscriminatory and more cost-based rate structure for the termination of global
telecommuni cations services so that market-generated shifts in the traffic balance do not continue
to exacerbate the level of the U.S. net settlements deficit. We do not believe it benefits
consumers to arbitrarily restrict a carrier's ability to route traffic in the most economically efficient
manner or to restrict the development of new technol ogies and new routing methods.

14.  For all these reasons, we find that the global telecommunications market is
changing in ways that cannot accommodate the traditional international accounting rate system.
We therefore remain committed to achieving accounting rate reform, despite the opposition in the
record from many foreign carriers and some governments. \We recognize, moreover, that the
liberalizing market trends that are undermining the accounting rate system will aso make our
settlement rate benchmarks moot for competitive countries and carriers. We have aready seen
that in markets where there is robust competition, settlement rates are usually substantially lower
than in monopoly markets.*® We anticipate that with the increasing market liberalization that will

B See "The Model is Extensible," Telemedia News & Views, Thursday, May 1, 1997.

16 For example, U.S. carriers pay a settlement rate of $0.08 to Sweden; $0.105/peak and $0.07/off-peak to
the United Kingdom, and $0.12-$0.08 to Canada. These settlement rates are substantially below the
settlement rate benchmarks we adopt in this Order.

7
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result from implementation of countries commitments in the WTO Basic Telecom Agreement,
settlement rates between the United States and many countries will rapidly fall below our
settlement rate benchmarks. Nonetheless, the benchmarks are necessary because many countries
still will not be open to competition, and in those that have introduced competition, efficient
pricing structures take time to develop.

15.  Asthe Commission observed in the Notice, there has been substantial agreement in
multilateral organizations for severa years on the need to reform the accounting rate system. For
example, both the OECD and the ITU have been studying accounting rate reform, with the
emphasis in both organizations on the principles of transparency, nondiscrimination, and cost-
based pricing.’” The Inter-American Telecommunications Commission ("CITEL") recently
formed an ad hoc working group to study the issue of accounting rate reform*® and many other
regional organizations have also committed resources and time to study this issue.™

16.  Many countries have also demonstrated a commitment to achieving accounting
rate reform. For example, the United Kingdom and New Zealand recently joined the United
States in improving the transparency of the accounting rate system by publishing their accounting
rates. It isexpected that the European Union countries will eliminate entirely accounting rates for
intra-European calls after January 1, 1998, and rely instead on a system of call termination
charges based on domestic interconnection rates. The commitment of many countriesto
accounting rate reform is reflected in the comments filed in this proceeding. Most commenters
acknowledge the need for accounting rate reform, even if they disagree with our approach.?

17. A dsgnificant multilateral achievement in the realm of accounting rate reformis
ITU-T Recommendation D.140, which was adopted by the ITU Telecommunications
Standardization Sector Study Group 3 in 1992. ITU-T Recommendation D.140 calls for carriers

v See, e.g., "International Telecommunications Pricing Practices and Principles: A Progress Review,"
OECD, Paris (1995).

18 See, "Consensus Issues On Accounting Rates. Second Colloquium and First CITEL Ad Hoc Working
Group Meeting On Accounting Rates,” May 13-15, 1997.

» For example, accounting rate reform was the topic of a workshop at the AFCOM '97 Conference held in
Swaziland, May 19-23, 1997.

2 See, e.g., European Union Comments at 1 ("The European Community and its Member States [] agree
with the end purpose of the NPRM regarding international settlement rates"); United Kingdom Comments
at 1 ("The UK will wish to support the US in discussion of benchmarking or other methods of creating
greater momentum for rapid cost-orientation of accounting rates as agreed in ITU Recommendation
D.140"); Telecom. Authority of Singapore Comments at 1 ("Singaporeisin general agreement with the
motivation behind the Notice which is to achieve nondiscriminatory 'cost-based' accounting rates'); Japan
Comments at 1 (Japan "shares the view" of the United States "that international settlement rates should be
reduced and cost-based").
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to adopt nondiscriminatory, cost-oriented, and transparent accounting rates within five years.
Adoption of ITU-T Recommendation D.140 was an important step forward in accounting rate
reform in terms of a multilateral commitment to a set of guiding principles. However, progress on
the actual implementation of those principles has been slow, at best. We are committed to the
principle of cost-oriented settlement rates adopted in Recommendation D.140 and to achieving
implementation of that principle as expeditioudy as possible. Our settlement rate benchmarks are
consistent with the directive in ITU-T Recommendation D.140 to achieve cost-oriented rates and
represent substantial progress in implementing that directive in the United States® AsNTIA
states, our benchmarks policy "represent[s] a constructive means of implementing the primary
goals of ITU-T Recommendation D.140 -- moving accounting rates closer to cost in an
expeditious manner, consistent with transparency and non-discrimination."#

18. Many commenters urge the Commission to work through multilateral
organizations, especialy the ITU, to achieve accounting rate reform.? We have contributed
actively to the work of multilateral organizations and agree that we should continue to work
vigorously with these organizations to pursue accounting rate reform.?* We do not, however,

2 Aswe discuss below in Section 11.B.1, the methodology for calculating settlement rate benchmarks we

adopt in this Order relies on the framework for determining cost-oriented rates set forth in
Recommendation D.140.

2 NTIA Reply at 8.

= See, e.9., Telefénicadd Perd Comments at 13 ("supports -- and urges the FCC to participatein --
multilateral negotiations regarding the accounting rate issue”); HKTI Comments at 29 (urging the
Commission to work through the ITU); Deutsche Telecom Comments at 9 ("the highest priority should be
aglobal reform of the accounting rate system™) Cable and Wireless Comments at 2 (urging the
Commission "to work with the international community to achieve multilateral, mana%;ed change");
CANTO Comments at 2 ("ITU-T Study Group 3 is the appropriate multilateral forum for the United
States or other countries to pursue global reform of the accounting rate system”); Dept. of
Communications of Ministry of Transport of the Republic of Latvia Comments at 1 (supports the work of
the ITU); Grenada Comments at 1 (settlement rates are agreed bilaterally under the auspices of the ITU);
France Telecom Comments at 7-9; Pakistan Telecom Authority Comments at 1, 2; Suriname Comments
at 1; Telefénica de Espafia Comments at 36-37; COMTELCA Reply at 8-10; ITJ Comments at 2, 6-11
(urging the Commission to work through the ITU and expressing concern that the benchmarks policy
could be counter-productive); Lattelekom Comments at 4; Indonesia Reply at 2; Brazil Reply at 1-2
(suggests costing principles a multilateral forum could use to establish cost-based settlement rates);
Portugal Comments at 1-2 (the ITU is the proper forum to discuss accounting rate reform); St. Vincent
and the Grenadines Comments at 1 (considers proposals in the Notice to be trade matter that should be
dealt with in the WTO); Singapore Comments at 2 (urging the Commission to work through the ITU);
Singapore Telecom Comments at 2-3; Solomon Islands Comments at 1; KDD Comments at 22-23 (reform
should be pursued through the ITU); CAT Comments at 3 (it would be appropriate to form a special group
within the ITU to review the accounting rate system); VSNL Comments at 13; Sonatel Reply at 1;
Telekom Malaysia Reply at 2.

2 For example, a United States delegation participated in the recent ITU-T Study Group 3 meetings held in
Geneva May 22-30, 1997, and submitted two written contributions on the issue of accounting rate reform
for consideration by that group. FCC representatives gave presentations on accounting rate reform at the
OECD Working Group on Telecommunications and Information Services Policies held in Paris on April
10-11, 1997, the AFCOM '97 Conference held in Swaziland on May 19-23, 1997, and the CITEL

9
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agree that our contribution to multilateral efforts should be our exclusive means of addressing
accounting rate reform. As explained below, we believe we must take action in order to fulfill our
statutory mandate to ensure U.S. consumers receive telecommunications services at reasonable
rates and to address the potential for competitive distortionsin the U.S. market for international
services as we move forward with implementation of the commitments made by the United States
in the WTO Basic Telecom Agreement. Thus, while we remain committed to pursuing
accounting rate reform in multilateral organizations, we must also take action domestically in the
interim to reduce settlement rates to a more cost-based level. The action we take here will be
concurrent with our continued efforts to achieve reform of the accounting rate systemin the ITU
and other multilateral organizations.

19.  The benchmark rates we adopt in this Order are based on foreign carriers publicly
available tariff rates and information published by the ITU. We categorize countries primarily by
their level of economic development, as defined by a World Bank and ITU classification scheme.
For each category, the benchmark is based on an average of the tariff rates and other data for each
country in the category. The three benchmarks we adopt are: $0.15 per minute for upper income
countries; $0.19 per minute for upper middle income and lower middle income countries; and
$0.23 per minute for lower income countries. Even though these benchmark settlement rates will
continue to exceed, usualy substantially, any reasonable estimate of the level of foreign carriers
relevant costs of providing internationa termination service, they will nonetheless substantially
reduce the excess in current settlement rates in a manner that treats foreign carriers fairly.

20.  Wewill requirethat U.S. carriers negotiate with their foreign correspondents
settlement rates at or below the appropriate benchmark according to a schedule of target
reductions. If U.S. carriersfail to achieve progress in negotiating settlement rates at or below the
benchmarks, we will take appropriate enforcement measures to ensure that progress is made and
that, ultimately, U.S. carriers achieve rates that comply with the benchmarks.

21.  While we are committed to achieving more cost-based settlement rates, we also
recognize that an immediate reduction of settlement rates to the benchmark levels could result in
undue disruption of foreign carriers operations and their correspondent relations with U.S.
carriers. Disruption of either U.S. carriers or foreign carriers networks would not be in the
public interest. The policies we adopt here thus take into account the need to ensure a smooth
transition from current settlement rates to our benchmarks.

22.  To provide an opportunity for all carriers to make appropriate adjustments to
enable them to move to more cost-based settlement rates, we adopt five transition periods for

Colloguium on the International Settlement Regime held in Margarita Island, VVenezuela on March 11-13,
1997.

10
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U.S. carriers to negotiate settlement rates at or below the benchmarks. The transition periods are
based on the same categories used to calcul ate settlement rate benchmarks, with an additional
category for countries with teledensity, or lines per one hundred inhabitants, less than one. We
will require that U.S. carriers negotiate settlement rates with foreign carriers according to the
following transition schedule: within one year of the effective date of this Order with carriersin
upper income countries; within two years with carriers in upper middle income countries; within
three years with carriers in lower middle income countries; within four years with carriersin low
income countries; and within five years with carriersin countries with teledensity less than one.

23.  Wealso adopt conditions for certain types of Section 214 authorizations™ to
address potential distortionsin the U.S. market for IMTS created by above-cost settlement rates.
We adopt two conditions. First, we will condition any carrier's authorization to provide
international facilities-based switched service from the United States to an affiliated market on the
carrier'sforeign affiliate offering U.S. international carriers a settlement rate at or below the
relevant benchmark. If, after the carrier has commenced service to the affiliated market, we learn
that the carrier's service offering has distorted market performance, we will take enforcement
action. That enforcement action may include a requirement that the foreign affiliate's settlement
rate on the affiliated route be reduced to alevel at or below a"best practice rate,” or arevocation
of the carrier's authorization. Second, we will grant carriers applications for authority to provide
switched services over facilities-based or resold international private lines on the condition that at
least half of the traffic on the route in question is subject to a settlement rate at or below the
relevant benchmark. If we learn that competition on the route has been distorted, we will take
enforcement action. That enforcement action may include a requirement that at least half of the
traffic on the route be subject to a settlement rate at or below the "best practice rate.” 1t could
also include revocation of carriers authorizations.

24.  The settlement rate benchmarks we adopt here are consistent with our authority
under the Communications Act of 1934 to declare rates and practices to be unjust and
unreasonable and to prescribe rates and practices that are just and reasonable. Our settlement rate
benchmarks will ensure that alarge cost component affecting the end user charges for an
international call, the settlement rate, moves closer to the underlying cost of international
termination service. By placing alimit on the amount that U.S. carriers can pay for this
component, our benchmarks comport with our past ratemaking practices under Sections 201
through 205 of the Communications Act of 1934, as amended ("the Act"). For example, under
traditional rate-of-return regulation we prescribed rate components (i.e., allowable rate base items
and expenses) or calculation methodologies (i.e., cost of capital, depreciation, cash working

» Section 214 of the Communications Act of 1934, 47 U.S.C. § 214, requires carriersto obtain
i’;_\uthonzanon from the Commission to construct, acquire or operate, or engage in transmission over any
ines.

11
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capital studies) for U.S. carriers to use in setting their interstate and international rates.*® More
recently, we have moved away from a rate-of-return regulatory regime to aregime that relieson a
price cap methodology for dominant carriers provisioning interstate and international services.”
Even in this new regime, however, we have found it necessary at times to focus regulatory
oversight on components that are reflected in the rates charged to end users. We have done this,
for example, with regard to the charges that interexchange carriers must pay for access to the
exchange access facilities of incumbent local exchange carriers ("LECS") for origination or
termination of interstate and international traffic. Because incumbent LECs have little or no
competition in the provision of these services, we have taken, and continue to take, action to
ensure that the incumbent LEC access rates move toward the underlying cost of providing access
services.®

25.  Similarly, we seek through adoption of benchmark settlement ratesto bring a
component that affects end user international rates closer to the underlying cost of providing
international termination services. As with the access charges paid by interexchange carriers, U.S.
international carriers, for the most part, do not have a competitive international market from
which to purchase international termination services. We therefore must take action to ensure
that the settlement rate component of an end user rate does not prevent U.S. consumers from
having access to telecommunications services at reasonable rates.

26. Commenters raised several issues related to our authority under the
Communications Act and ITU regulations to establish settlement rate benchmarks. We respond
to these commenters arguments in detail below in Section I1.E. In that section, we demonstrate
that the Communications Act provides us with the authority to reform U.S. carrier participation in
international settlement rate practices in the manner we adopt in this Order. Section 201 of the
Act requires that "all charges, practices, classifications, and regulations for and in connection with
['foreign communication' services] be just and reasonable."? International telecommunications
services that are settled under a settlement rate agreed to by aU.S. internationa carrier and its

% See, e.g., Communications Satellite Corp.: Investigation into Charges, Practices, Classifications, Rates
and Regulations, 70 FCC 2d 1449 (rel. Feb. 2, 1979).

o See Motion of AT&T Corp. to be Declared Non-Dominant for International Service, Order, FCC 96-209
(rel. May 14, 1996) ("AT&T International Non-dominance Order"), recon. pending; Motion of AT&T to
be Reclassified as a Non-Dominant Carrier, 11 FCC Red 3271 (1995) ("AT& T Domestic Non-dominance
Order"), recon. pending; Revisions to Price Cap Rulesfor AT&T Corp., 10 FCC Rcd 3009 (1995);
Competition in the Interstate I nterexchange Marketplace, Report and Order, 6 FCC Red 5830 (1991),
recon., 6 FCC Rcd 7569 (1991), further recon., 7 FCC Rcd 2677 (1992).

= Access Charge Reform, CC Docket No. 96-262, et al., First Report and Order, FCC No. 97-158 (rel. May
16, 1997) ("Access Charge Reform Order™").

» 47 U.S.C. § 201

12
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foreign correspondent fall within the definition of "foreign communication” in the Act and
settlement rates are a "charge” or "practice.” We thus find that the plain language of Section 201
gives usjurisdiction over settlement rates. To the extent that the above-cost portion of settlement
rates paid by U.S. carriersto their foreign correspondents leads to those settlement rates being
"unjust or unreasonable,”" Section 201 requires us to declare such "charges' or "practices’
unlawful. We analyze in detail why the benchmark settlement rates we adopt in this Order
represent the highest amount at which we consider a settlement rate to be presumptively just and
reasonable under Section 205 of the Act.

27.  Weadso find that our settlement rate benchmarks are consistent with ITU
regulations and genera international law principles of comity and national sovereignty. The rules
adopted here do not constitute the exercise of jurisdiction over foreign carriers. Instead, we
establish in this Order the rate at which a settlement rate agreed to by a U.S. international carrier
satisfies that carrier's obligation to comply with the "just and reasonable” requirements of Sections
201 and 205. We do not adopt any rules in this Order that provide for enforcement action against
aforeign carrier for its failure to agree to a settlement rate at or below the relevant benchmark.
Obvioudy, by placing a cap on the level of the rate U.S. carriers may negotiate with their foreign
correspondents, our actions will have an indirect effect on foreign carriers. International services,
by their very nature, require one end of the communications to be handled outside of the United
States, and thus rules regarding the U.S. end of the communication may have an impact on the
foreign end aswell. Anindirect effect on foreign carriers, however, does not militate against the
validity of rulesthat only operate directly on carriers within the United States.

28.  Wediscuss our settlement rate benchmarks and the methodology for calculating
them in Section I1.A. In Section 11.B., we describe the mechanisms we adopt to assist U.S. and
foreign carriersin the transition to more cost-based settlement rates and measures we will take to
enforce our benchmarks. We discuss the Section 214 authorization conditions we adopt to
address the potential market distortions created by above-cost settlement rates in Section 11.C.
We describe in detail our legal basis for establishing settlement rate benchmarks in Section I1.E.

I1. Discussion

29. In our Notice, we presented proposals for revising our benchmark settlement rates
to move them closer to the level of costsincurred by foreign carriers to terminate international
traffic.>® The Notice solicited comment on four issues: (1) how should settlement rate
benchmarks be calculated; (2) how long should the transition to benchmark rates last; (3) what
enforcement mechanisms are necessary to ensure carriers make progress in negotiating settlement

%0 International Settlement Rates, IB Docket No. 96-261, Notice of Proposed Rulemaking, FCC No. 96-434
(rel. December 19, 1996) ("Notice").
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rates within the benchmarks; and (4) can the benchmark rates be used to address competitive
problemsin the U.S. IMTS market?

30. Initial comments on our Notice were filed on February 7, 1997, and reply
comments were filed March 31, 1997.% The Commission received over 120 initial and reply
comments, including 90 from foreign carriers and governments. The insights and concerns raised
by the commenters have been very valuable to us as we have devel oped our benchmarks policy.
We have taken the concerns raised in the record into account in developing our policy and have
modified severa of our proposalsin the Notice in response to them.

31.  Webelieve we must take action to reduce settlement rates toward cost to fulfill
our statutory mandate to ensure U.S. consumers receive telecommunications services at
reasonable rates. Our mandate under the Communications Act is to make available arapid,
efficient worldwide wire and radio communications service with adequate facilities and reasonable
charges.® The measures we adopt in this Order are intended to ensure that IMTS rates paid by
U.S. consumers are reasonable. Moreover, they are intended to reduce the potential for
competitive distortions in the U.S. market for IMTS that above-cost settlement rates can produce.
These distortions could impede the devel opment of competition in the U.S. market, to the
detriment of consumers and service providers.

32.  Above-cost settlement rates have a direct and substantial impact on the prices U.S.
consumers pay for IMTS. U.S. consumers pay on average 88 cents per minute for international
calls and they pay on average 13.5 cents per minute for domestic long distance calls. Yet, the
difference in cost of the underlying facilities between the two servicesis minimal. Indeed, aswe
stated in the Notice, the costs of providing telephony have been decreasing and are becoming
virtually distance insensitive due to recent technological advances.® Above-cost settlement rates
paid by U.S. carriers to their foreign correspondents are a significant factor in the difference in
calling prices between international and domestic long distance services. Asthe Codlition for
Hemispheric Competitiveness states, monopoly carriers charging inflated settlement rates "in

s Notice at § 4.

& The Commission granted an extension of the reply comment date from March 10, 1997, to March 31,
1997. See International Settlement Rates, IB Docket No. 96-261, Order Granting Extension of Time, DA
97-440 (rel. Feb. 27, 1997).

s See 47 U.S.C. 8§ 151.
i Notice at 9. See T%Irj anne May 27 speech at 6 (since 1988, "significant cost elements, such as the cost of
undersea cable or sat

ite caRacity, have been falling by some 30 percent per year"). See also AT&T
Comments at 9 (noting that the original capital costs of the TAT-12 and TAT-13 undersea cables brought
into s)erwce in 1995 and 1996 are one third the capital cost of the TAT-11 cable brought into servicein
1993).
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effect impose their monopoly pricing on customers located in open markets' such as the United
States.®* Therefore, to ensure that the rates paid by U.S. consumers are reasonable, we must
reduce the settlement rates paid by U.S. carriers to a more cost-based level . *

33.  Werecognize that while above-cost settlement rates contribute significantly to the
high rates paid by U.S. consumersfor IMTS, they are not, as some commenters point out, the
sole factor.®” Another important factor is insufficient competition in some sectors of the U.S.
market for IMTS. Thus, we must also focus our efforts on encouraging increased competition in
the U.S. market if we want to ensure that consumers pay reasonable prices. Our benchmark
settlement rates are an important part of that effort because they address the potential market
distortions that are created by above-cost settlement rates.

34.  There aretwo such market distortions that could adversely affect competition in
the U.S. market for IMTS. Oneisthe potential for one-way bypass. This could occur if aforeign
carrier collecting above-cost settlement rates is able to send its switched traffic over resold private
lines into the United States, but U.S. carriers are unable to send their traffic over private linesin
the reverse direction, and must continue to pay arelatively high settlement rate. The other
potential market distortion could arise when aforeign carrier enters the U.S. market to provide
facilities-based service to its home market. Any settlement payments made by the U.S. affiliate to
its foreign parent for service to the U.S. affiliate's home market would smply be an interna
corporate transfer. Because the foreign carrier's U.S. affiliate would not have to pay the above-
cost settlement rates that its competitors must pay to the foreign carrier, the U.S. affiliate would
be able to priceits servicesin the U.S. market below the level of costsincurred by its competitors.
However, if aforeign carrier is paying settlement rates that are closer to cost-based levels than
current rates, itsincentive and ability to engage in this market distorting behavior are significantly
diminished.

% Coalition for Hemispheric Competitiveness Comments at 4-5; see also ICA RepI%/ at 1-3 (noting the high
rates its members pay for international telecommunications services and urging the Commission to take
action to reduce settlement rates so that calling prices will decrease).

® Several commenters question whether U.S. consumers will see the benefits of settlement rate reductions.
We address this issue in Section I1.D., infra.

& See, e.g., European Union Reply at 3 (part of the explanation for high collection rates "would appear to be
the lack of effective competition between the U.S. international carriers'); Telefonicadel Perd Comments
at 9-10 (lack of full competition in the U.S.-outbound international telecommunications market is the
primary cause of high collection rates); PBCom Comments at 3-5; 9-10 (high collection rates in relation
to settlementssﬁayments evidence a need for increased competition in the U.S. market for IMTS and the
Commission should grant promptly authority to new competitors to begin providing international service);
GTE Comments at 7-8 (noting extent to which AT& T collection rates exceed net settlement rates); HKTI
Comments at 10-12 (despite decrease in HKTI accounting rates, U.S. collection rates have increased on
the U.S.-Hong Kong route); KDD Comments at 9-10 (despite decreases in KDD accounting rates, U.S.
collection rates on the U.S.-Japan route have incr ); COMTELCA Reply at 5-6.
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35.  Some commenters have questioned the need for settlement rate benchmarks and,
in many cases, our motive for establishing benchmarks. The problem the Commission is trying to
address through its settlement rate benchmarks, as these commenters see it, is the fact that U.S.
net settlements payments have been increasing in recent years. These commenters argue that
aternative routing services such as callback, country direct services and refile, which the
Commission has encouraged, contribute significantly to the U.S. net settlements payments.
Therefore, they contend, if the Commission wishes to reduce the U.S. net settlements payment, it
should discourage aternative routing services.*® Many commenters also note that demographic
factors such as differences in income levels and substantial immigrant populations in the United
States contribute to the traffic imbalance between the United States and foreign countries. Based
on this observation, they conclude that the Commission is mistaken in its attempts to address the
level of U.S. net settlements payments through settlement rate benchmarks.*

36.  These commenters are correct in pointing to a number of the causes of the
settlements deficit; these arguments, however, fundamentally misconstrue the problem which the
Commission seeks to remedy through its settlement rate benchmarks. The rapidly escalating U.S.
net settlements deficit is a serious problem, but it is a harmful byproduct of the more basic issue:
the fact that the current accounting rate system creates economic inefficiencies in the global
market for telecommunications services. We are not, as many commenters contend, concerned
with the absolute level of U.S. net settlements payments per se or the contribution of settlement
payments to the U.S. trade deficit. Rather, we are concerned with the extent to which those
payments reflect rates that substantially exceed the underlying costs of providing international

% See, e.g., Nepal Comments at 2; AHCIET Comments at 6; Cable and Wireless Comments at 22-24;
CANTO Comments at 5; HKTI Comments at 5-6; 13-14; KDD comments at 8-9; Telefdnica de Espafia
Comments at 37-40; VSNL Comments at 4-5; TSTT Comments at 6; Telecom Vanuatu Comments at 2;
Solomon Islands Comments at 2; China Telecom Comments at 2, COMTELCA Comments at 10;
COMTELCA Reply at 2-6; Deutsche Telecom Comments at 2-3; IDC Comments at 14-16; Korea RPOAS
Comments at 4; Lattelekom Comments at 3-4; India Comments at 1; Korea Telecom Reply at 1; New
T&T Comments at 1; Taiwan Comments at 2; Telecom Italia Comments at 5-6; Telefénica del Peru
Comments at 10; Telekom Malaysia Comments at 3; Telstra Comments at 7-8; CAT Comments at 2; Sri
Lanka Telecom Comments at 3-5; Portugal Comments at 3; Singapore Telecom Comments at 3-5;
Panama Reply at 10-12; Sonatel Reply at 2. Some commenters aso urge us to take into account the
revenues of U.S. telecommunications equipment suppliers in considering the level of the U.S. trade
balance deficit for telecommunications. See, e.g., ASETA Comments at 3; TSTT Comments at 5; see
also Cable and Wireless Comments at 2 (settlements deficit is only "one facet of the complex equation
which produces the U.S. balance of trade in communications").

% See, e.g., Telmex Comments at 15 (large traffic flows to Mexico are due to "a confluence of factors,”

including the relative levels of economic development and teledensity of the United States and Mexico,
and the large number of U.S. citizens and residents of Mexican ancestry); GTE Comments at 5-6 (part of
the imbalance is caused by factors such as "United States demographics’ and "the calling habits of U.S.
consumers,” which are beyond the control of the Commission); Pakistan Telecom Comments at 2 (traffic
imbalance due to differences in income level and expatriate communities in the United States); see also
FT Comments at 6-7; Korea RPOAs Comments at 4-5; Cable and Wireless Comments at 21-22; VSNL
Comments at 5; Telekom Malaysia Reply at 2.
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termination services® As discussed throughout the Notice, these above-cost settlement rates
contribute to the inflated rates paid by U.S. consumers for international services, create the
potential for competitive distortions in the U.S. market for IMTS, and produce inefficienciesin
the global telecommunications market.

37.  Weare not persuaded by those opposing our proposals that our settlement rate
benchmarks are not necessary to move settlement rates closer to a cost-based level. Our tentative
conclusion in the Notice that most current settlement rates substantially exceed costs has not been
refuted in the record. The majority of commenters acknowledge this fact and agree that reform of
the accounting rate system is necessary.* The lowest enduring settlement rate between the
United States and a competitive overseas destination is currently $0.08 per minute.** Yet, the
average settlement rate U.S. carriers pay their foreign correspondents is approximately $0.35,%

We reiterate the support we announced in our Accounting Rate Policy Statement for new services that
encourage alternatives to the traditional accounting rate system and increase competitive pressures in the
global telecommunications market. Policy Statement on International Accounting Rate Reform, 11 FCC
Rcd 3146 at 11 21-23 (1996) ("Accounting Rate Policy Statement"). These alternative services are not, as
many commenters argue, the source of the "problem™ in the global market for international services.
Rather, they are an economically rational response to the problem of inflated settlement rates and distorted
tariffs. See, e.g., ICA Reply at 5 (callback services "are a natural response of the marketplace to global
Prici ng distortions"). As on% as settlement rates remain above cost, carriers in competitive markets will
ind methods to circumvent those rates to provide new services at competitive rates to their customers.

a See, e.g., European Union Reply at 1 ("It is clear that settlement rates worldwide are far higher than can

be warranted by the full economic cost of an international telecommunications service"); Japan Comments
at 1-2 ("It is of course desirable that settlement rates should be more cost-based and be further reduced");
ITJ Comments at 2; Indonesia Reply at 1 (supports efforts to adopt cost-based settlement rates); IDC
Reply at 1 ("we generally agree that reform of the current system is desirable”); ASETA Comments at 2
("We do agree that accounting rates must be cost-oriented"); Portugal Comments at 1 ("agrees that the
present accounting rate system should be reformed"); COMTELCA Comments at 1; Deutsche Telecom
Comments at 3-5; France Telecom Comments at 3; Brazil Reply at 1 (supports "the FCC position of
accounting rate reduction™); Singapore Comments at 1 ("isin genera agreement with the motivation
behind the Notice which is to achieve nondiscriminatory “cost-based' accounting rates"); Singapore
Telecom Comments at 1; New T& T Comments at 1 ("considers that the achievement of settlement rates
which more closely resemble the costs of providing international termination services is a noteworthy and
essential goal"); HKTI Comments at 1 (the accounting rate system "is increasingly out of step with
modern service configurations and multi-carrier markets"); KDD Comments at 1 ("supports establishing
cost-oriented settlement rates and moving toward a new system of remuneration"); Telefénicadel Perd
Commentsat 1 ("Thereisan international consensus -- which Telefonica del Pert shares -- that
accounting rates should continue to move toward cost"%. Only afew commenters contend that current
rates are cost-based. For example, CARICOM states that the rates charged by its member countries "are
in fact very closely related to cost.” CARICOM Reply at 1.

42 Thisis the current settlement rate between the United States and Sweden. See Section I1.B.3., infra.

4 This average settlement rate is a weighted average based on the total minutes of U.S.-outgoing traffic.
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which is more than four times this lowest prevailing settlement rate. Moreover, settlement rates
with many countries are several times higher than the average rate of $0.35.*

38.  Some commenters contend that we need not take action to reform the accounting
rate system and reduce settlement rates to more cost-based level s because settlement rates have
been declining recently without government intervention. They also argue that competitive
market forces, accelerated by the WTO Basic Telecom Agreement, will ensure that this
downward trend continues.** Some commenters also argue that our decision in the Access
Charge Reform Order to rely upon market forces to generate cost-based access rates in the
United States conflicts with our proposal to establish settlement rate benchmarks.*®

39. It istrue that changing market conditions have increased pressure on the
accounting rate system and helped to reduce settlement rates. However, settlement rates are still
substantially above-cost. Moreover, the costs of providing international services have continued
to decrease.”” In addition, effective competitive market conditions exist in only a few countries.
Monopoly conditions prevail in most.*® Our experience suggests that in those countries
introducing competition in the near future, it will often take time for vigorous competition to
create efficient pricing. Under these circumstances, we do not believe we can rely entirely on the

“ For example, U.S. carriers' settlement rate with Colombiais $0.59 per minute; with India, $0.79 per
minute; with the Syrian Arab Republic, $1.00 per minute; with Thailand $0.75 per minute; and with
Trinidad and Tobago, $0.575 per minute. Accounting Rates for International Message Telephone Service
of the United States, Federal Communications Commission, International Bureau, Telecommunications
Division, June 1, 1997.

“5 See, e.g., PTI Comments at 3-5; GTE Reply at 3-5; KDD Reply at 2-4; Telefonica de Espafia Comments
at 32-35; Singapore Telecom Reply at 4; see also Telecom Italla Comments at 3,4; 6-7 (ar?ui ng that
market based solutions have worked and the Commission should not seek to impose a regulatory solution);
Telefénica de Espafia Reply at 7-10 (urging the Commission to focus on increasing competition consistent
with the WTO Basic Telecom Agreement rather than adopting benchmarks). See also Australia Reply at
1 (stating that it prefers "a market-driven, rather than administrative, approach to thisissue”).

e Letter from Alfred M. Mamlet and Colleen A. Sechrest, counsel to Telefénica de Espafia and Telefénica
Largzl; Distancia de Puerto Rico, to William Caton, Acting Secretary, July 30, 1997 (Telefénica de Espafia
and Telefonica Larga Distancia de Puerto Rico July 30 Ex Parte); Letter from Robert J. Aamoth, counsel

for KDD, to William Caton, June 5 1997 (KDD June 5 Ex Parte).

d See, e.g., AT&T Comments at 9 gnoti ng reductions in costs of undersea cables brought into service in
1995 and 1996 versus the costs of the TAT-11 cable brought into service in 1993).

8 See infra Section 11.C.1 (distinguishing U.S. interexchange access market from IMTS market). See also
Informal Expert Group Refport a4 égeﬁpite rapid movement toward competitive markets, "there will
continue to be a number of relationships between competitive and non-competitive markets"). See also
ICA Comments at 4 ("The fact of the matter is. . . most countries continue to sanction monopolies’).
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market to reduce settlement rates on atimely basis to a more cost-based level.* We thus believe
benchmark rates are necessary to ensure that U.S. carriers achieve settlement rate reductions on a
timely basis that will benefit U.S. consumers.

A. Benchmarks

40.  Wewould prefer to let competitive market forces determine settlement rates, as
that would provide the best assurance that carriers are charging cost-based rates.®® But as stated
above, competitive market conditions do not exist in many countries at thistime. Aswe stated in
the Notice, we believe settlement rates in markets where there is effective competition would tend
to the level of long run incrementa costs plus a reasonable contribution to joint and common
costs.> More specifically, for international termination services, prices would tend to the level of
total service long run incremental cost, or TSLRIC, plus a reasonable contribution to joint and
common costs.>®> As explained in the Notice, the TSLRIC of providing international termination
servicesis the additional cost that a firm incurs as a result of providing that service. This cost
includes a risk-adjusted return on capital.>* The term "total service," in the context of TSLRIC,
indicates that the cost measured is that of providing an entire service, in this case, international
termination service.>® The term "long run," in the context of TSLRIC, refers to a period long
enough so that all of afirm's costs become variable or avoidable.>®

49 See NTIA Reply at 5 ("[i]n a competitive market, settlement rates would naturally move closer to
incremental cost, but we cannot rely solely on market forces to achieve timely reform of accounting rates
in markets where limited or no competition exists").

See, e.g., Access Charge Reform Order at i 263 ("Competitive markets are superior mechanisms for
protecting consumers by ensuring that goods and services are provided to consumers in the most efficient
manner possible and at prices that reflect the cost of production”). See also Alexis de Tocqueville
Institution Comments at 5 ("As more nations create comi)etitive telecommuni cations markets, the need for
governments to involve themselves in the setting of [settlement] rates will diminish and disappear”).

sl Notice at § 41.

52 References to incremental cost and long run incremental cost throughout this Order areto TSLRIC. In

the Interconnection Order the Commission adopted a version of the TSLRIC costing methodol %?y called
total element long run incremental cost as the basis for pricing interconnection and unbundled elements.
See Implementation of the Local Competition Provisions in the Telecommunications Act of 1996 and

I nterconnection between Local Exchange Carriers and Commercial Mobile Radio Service Providers, First
Report and Order, 11 FCC Rcd 15499 (1996) ("Interconnection Order™"), Order on Reconsideration, 11
FCC Rcd 13042C§1996), petition for review pending and partial stay granted, sub nom. lowa Utilities Bd.

v. FCC, 109 F.3d 418 (8th Cir. 1996), pricing rules vacated, 1997 WL 403401 (8th Cir. July 18, 1997).
=3 Interconnection Order at 1700.

s Id. at 1677.

= Id.
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41. Most economists generally agree that competitive markets, over the long run, tend
to force prices toward incremental costs.>® In dynamic, competitive markets, firms take action
based not on embedded costs, but on the relationship between market-determined prices and
forward-looking costs. If market prices exceed forward-looking economic costs, new
competitors will enter the market.>” As new competitors enter the market, prices will be driven
toward aforward-looking incremental cost level. For services such as international termination
services that share some joint and common costs,*® incremental costs would include a reasonable
contribution to forward-looking joint and common costs. Otherwise, prices based on incremental
costs might not permit recovery of forward-looking costsif there were significant joint and
COMMON COStS among Services.

42.  Because settlement rates in effectively competitive markets would tend to the level
of TSLRIC plus a reasonable contribution to joint and common costs, our settlement rate
benchmarks ideally should be set at that level.>® However, as we observed in the Notice, the data
necessary to calculate foreign carriers incrementa costs are not available at this time and no
commenter has provided cost data in the record about the costs of providing international
termination services.*

43. Because data on foreign carriers costs are not available at this time, we must ook
to another source of data to establish benchmarks. In this Report and Order, we adopt the
methodology for establishing benchmarks that we proposed in the Notice. The methodology is
based on foreign carriers publicly available tariffed rates and data published by the ITU-T. We
describe this methodology, which we refer to as the "tariffed components price” or "TCP"

% See generally Alfred E. Kahn, The Economics of Regulation: Principles and Institutions 69 (1988). See
also Stephen Breyer, Regulation and Its Reform 52 (1982); Harold Hotelling, "The General Welfarein
Relation to Problems of Taxation and of Railway and Utility Rates,” 6 Econometrica 242 (1938).

St Interconnection Order at Y 620.

=8 We use the term "joint costs' to refer to costs incurred when two or more outputs are produced in fixed
proportion to the same production process (i.e., when one product is produced, a second product is
generated by the same production process at no additional cost). We use the term "common costs' to refer
to costs that are incurred in connection with the production of multiple products or services and remain
unchanged as the relative proportion of those products or services varies (e.g., the salaries of corporate
managers). See Interconnection Order at 1 676.

9 A regional tariff group within the framework of ITU-T Study Group 3, the Regional Group for Asia and
Oceania ("TAS") Group, has concluded that settlement rates should be at an incremental cost level. A
report to Study Group 3 on the TAS Group's activity noted that "the time is rapidly approaching when a
long run incremental costing model would be more appropriate” than afully distributed costing model.
Temporary Document 4-PL at 2, ITU-T Study Group 3, Geneva, May 22-30, 1997.

& The Commission requested comment in the Notice on alternative methodologies for calculating
benchmarks other than the approach proposed in the Notice and on steps it might take to obtain
incremental cost data. Notice at 1 56.
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methodology, in more detail in the next section. We categorize countries by their level of
economic development, and establish a separate benchmark rate for each category using the TCP
methodology. For each category, the benchmark is based on an average of the tariff rates and
other data for each country in the category.

44, Even though our goal is cost-based settlement rates, the benchmarks based on the
TCP methodology that we adopt here result in settlement rates that we believe still exceed foreign
carriers costs to terminate international traffic because they are based primarily on foreign
carriers tariffed rates. Such tariffed rates include costs which would not be included in cost-based
settlement rates, such as costs associated with marketing, allowances for uncollectible billings and
other retail communications services to consumers. Nonetheless, the benchmarks are substantially
below most prevailing settlement rates and represent progress toward achieving cost-based rates,
and we find that they are reasonable given the limited data available to us for calculating
benchmarks at this time. While we adopt the TCP methodology as the basis for calculating our
settlement rate benchmarks, we are still committed ultimately to achieving settlement rates that
reflect incremental costs and believe that rates will reflect incremental costs as IMTS markets
become increasingly competitive.

1. Tariffed Components Price Methodology
a. The Notice

45, The TCP methodology proposed by the Commission in the Notice relies on the
framework described in ITU-T Recommendation D.140." That Recommendation contains cost
guidelines that identify the three specific network elements that are used to provide IMTS and the
cost components for those elements to be included in cost-oriented settlement rates. The specific
network elements are: (1) international transmission facilities; (2) international switching facilities;
and (3) national extension (domestic transport and termination).

46.  The Commission released with the Notice a study by the International Bureau
which calculates prices for these three elements.®> The prices calculated for the international
transmission and national extension network components is based on foreign carriers tariff rates,
and the price for the international gateway element is based on data published by the ITU. The

& ITU-T Recommendation D.140, "Accounting Rate Principles for International Telephone
Services," Geneva (1992).

&2 "Foreign IMTS Interconnection Costs," A Report Prepared by the International Bureau,
Telecommunications Division, Federal Communications Commission, December 1996 ("Bureau Report”).
Sixty-five countries were included in the Bureau's study, generally those having the Iar%at traffic volumes
with the United States. The Bureau used data collected during the fourth quarter of 1995 through mid-
1996 to calculate tariffed components prices for these sixty-five countries.
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TCP methodology proposed in the Notice uses the sum for each country of these tariffed prices
for the internationa transmission and national network components and the price for the
international gateway switching component, which we referred to collectively as a country's
"tariffed components price," to calculate settlement rate benchmarks.

47.  We noted that the logic of basing benchmarks on aforeign carrier's tariffed prices
is that those prices are the same tariff rates charged by aforeign carrier to its domestic customers.
Nondiscriminatory treatment of U.S. carriers would require that foreign carriers charge U.S.
carriers arate for terminating service from the United States that is comparable to the rate they
assess their own domestic customers. We aso noted that tariff rates are publicly available, so
benchmarks based on such rates can be revised, if necessary, as the tariff rates change.

48.  We stated that benchmark settlement rates based on tariffed components prices
will permit foreign carriers to recover more than their incremental cost of terminating international
service. Thisis because the tariff rates used in the calculations presumably reflect foreign carriers
incremental cost plus a significant contribution to common costs. In fact, because the tariff rates
used to calculate TCPs include costs associated with providing retail communications service to
consumers which would not be included in cost-based settlement rates, settlement rates based on
retail rates will substantialy exceed incrementa cost. For example, tariff ratesinclude an
allowance for uncollectible billings, general overhead expenses associated with retall service, and
marketing and commercial expenses that would not be included in the cost of providing
international termination services.

49.  Thefollowing isasummary of the methodology for calculating the tariffed price
for each network element proposed by the Commission in the Notice and detailed in the Bureau
Report:

o International facility component

The internationa facility component consists of international transmission facilities,
both cable and satellite, including the link to international switching facilities. This
component includes only the half-circuit on the terminating end because originating
carriers have traditionally been responsible for the half circuit on the originating
end of acall. The Commission proposed to base the price of this component on
foreign carriers private line rates for dedicated circuits because the circuits used
for private line service are functionally the same as those used to provide IMTS.
Under the Commission's proposed methodol ogy, the private line rates are
converted to a per minute charge. Thisisdone by first calculating the number of
voice grade circuits derived from a private line half-circuit and then calculating a
per minute rate for these voice grade circuits using an estimate of monthly minutes
transmitted over international circuits.
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° International gateway component

The international gateway component consists of international switching centers
and associated transmission and signalling equipment. Foreign carriers generally
do not offer a separate tariff rate for the international gateway component. The
Commission therefore proposed to calculate the price for this component using
information published by the ITU-T in Recommendation D.300R.%
Recommendation D.300R calculates for TEUREM member countries™ accounting
rate shares for each of the three network elementsin ITU-T Recommendation
D.140. Theratesthat are calculated vary according to what percentage of plant
capacity is digital; the rates decline as the level of digitalization rises, reflecting the
greater efficiency of digital equipment. The Commission proposed to categorize
countries by the three levels of digitalization used in Recommendation D.300R and
to calculate aprice for the international gateway component based on the
accounting rate shares calculated in ITU-T Recommendation D.300R.%

° National extension component
The national extension component consists of national exchanges, national

transmission, and the local loop facilities used to distribute international service
within a country. The Commission proposed to use foreign carriers domestic rates

ITU-T Recommendation D.300R "Determination of Accounting Rate Shares in Telephone Relations
between )Countri% in Europe and the Mediterranean Basin,” Geneva (1992) ("ITU-T Recommendation
D.300R").

The TEUREM group is aregiona tariff group created under the auspices of ITU-T Study Group 3. Its
members are: Albania, Algeria, Andorra, Austria, Belgi um, Bulgaria, Cyprus, Czech Republic, Denmark,
Eggpt, Finland, France, Gibraltar, Germany, Greece, Greenland, Hungary, Ireland, Isradl, Italy, Lebanon,
Libya, Liechtenstein, Luxembourg, Malta, Monaco, Morocco, Netherlands, Norway, Poland, Romania,
San Marino, Spain, Sweden, Switzerland, Syria, Tunisia, Turkey, United Kingdom, Russia, Vatican City
State, and Y ugoslavia.

The digitalization categories used in Recommendation D.300R are: (1) 0-30%, (2) 31-60%, and (3) 61-
100%. ITU-T Recommendation D.300R calculates an accounting rate share for the international
exchange component of 0.0324 SDR (about $.048) for the first category, 0.0228 SDR (about $.034) for the
second category, and 0.129 SDR %about $.019) for the third category. The accounting rate share figures
are calculated from data filed by the member countries. The Bureau Report notes that telephone
administrations providing service in developing countries are generally more likely to have
communications networks that are less technologically advanced and, therefore, have lower levels of
digital equipment than those in developed countries. Based on this observation, the Commission proposed
to use the highest accounting rate share figure for the international exchange component in
Recommendation D.300R for the least developed countries in the study, the lowest figure for the most
developed countries, and the middle figure for other countries in the study.
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and the distribution of U.S. billed service within a country to compute an average
charge per minute for cost of this component.®

50.  We concluded that a carriers TCP could provide a sound basis for calculating
settlement rate benchmarks in the absence of carrier-specific cost information. We therefore
presented and sought comment on several options for cal culating benchmarks using the TCPs.

b. Positions of the Parties

51.  Themaority of commenters recognize the dilemma posed by the Commission that,
on the one hand, settlement agreements should contain settlement rates that are cost-based, but on
the other, the data necessary to calculate costs for each foreign carrier are not available.®’
Commenters disagree, however, on whether the Commission's proposed TCP methodology
provides a reasonable basis for calculating settlement rate benchmarks in the absence of cost
information.

52. U.S.-owned carriers generally support the TCP methodology as an interim solution
to achieve settlement rates that more closely approximate costs than current settlement rates.
They emphasize, however, that the TCP methodology would result in rates that are substantially
above costs and that the Commission's ultimate goal should be to achieve settlement rates that are
cost-based. For example, MCI states that it "firmly supports moving settlement rates toward their
true cost” but the TCP approach "would be a reasonable compromise as an interim solution for
the purpose of negotiating more reasonable settlement rates."® MCI contends that the advantage
of the TCP methodology is that settlement rates based on TCPs would be nondiscriminatory
because they would represent the same rates charged by foreign carriers to their domestic
customers.®® WorldCom similarly submits that while TSLRIC-based settlement rates are the
ultimate goal, the TCP methodology "is an important step in the right direction toward cost-based

& In certain small markets, e.g., Hong Kong and Kuwait, consumers are charged a monthly subscription
rate that includes domestic service.

& See e.g., United Kingdom Comments at 2 (noting "the difficulties the Commission has had in abtaining
detailed cost data and interconnection prices for most of the routes examined"); NTIA Reply at 10 ("NTIA
appreciates the difficulties the Commission catalogues in assessing the actual costs of terminating

traffic").
68 MCI Comments at 3.
69 Id.
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rates."® WorldCom states that the TCP methodology provides a reasonable foundation for
benchmarks because it is based on the best available information.” In addition, WorldCom notes
that the TCPs are a "reasonable surrogate”" for setting benchmarks because they are based on the
actual rates in effect, as established by foreign carriers and reviewed by foreign regulators.”? ESI,
on the other hand, disagrees that we should set benchmarks based on the TCP methodology. It
argues that we should adopt a benchmark ceiling "that is not significantly greater than nine
cents.""

53.  Several commenters concur with the Commission's conclusion that benchmarks
based on TCPs will alow foreign carriers to recover costs in excess of their incremental costs of
terminating international traffic. The Alexis de Tocqueville Institution asserts that the proposed
TCPs "more than cover incremental cost plus areasonable return."* AT& T agrees with the
Commission's observation that the TCP for the domestic distribution component is substantially
above cost because foreign carriers' tariff rates include retail expenses and overhead costs that are
not incurred to provide international termination services, and contends that these same
deficiencies apply to foreign carriers tariffs for dedicated international private line service.”
WorldCom states that if there is afault of the proposed benchmarks based on TCPsiit is that they
"are set too high above true economic costs." ™

54, Many foreign carriers and some governments oppose the Commission's proposal
to use the TCP methodology to calculate settlement rate benchmarks, although they do not offer
any specific suggestion for how to achieve cost-based settlement rates in the absence of data on
carriers costs. For example, KDD states that although it "fully supports establishing cost-

0 WorldCom Comments at 7-8. See also, Sprint Comments at 3 (Commission proposal "would place some
moc?gﬂ) upper limits on the amount by which U.S. ratepayers must continue to subsidize the rest of the
world").

n WorldCom Comments at 8; see also NTIA Reply at 11 ("applying foreign carrier teriffed prices as

surrogates for the three network components cited in ITU Recommendation D.140 offers the best available
approach to establishing new (if interim) benchmark rates").

2 WorldCom Comments at 8; see also NTIA Reply at 11 (concurring with the Commission that a benefit of
the TCPs s that they are based on the rates charged by forei %n carriers to their domestic customers and
that under the principle of nondiscrimination, U.S. carriers should not pay foreign carriers more than the
foreign carrier's domestic customers are charged for the same service).

s ESI Comments at 4.

™ Alexis de Tocqueville Institution Reply at 5.
= AT&T Comments at n.29.

7 WorldCom Comments at 8.
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oriented settlement rates and moving towards a new remunerative system,” it opposes the FCC's
benchmarking approach.” KDD contends "[o]nce the FCC determined that it lacked the data
necessary to apply the TSLRIC methodology, itsinquiry should have been at an end."” Telmex
objects to the Commission's proposal to establish benchmarks, arguing that only carriers can
determine a credible estimate of the costs they incur to engineer aroute.”

55. L attelekom objects to the Commission's goal of achieving cost-based settlement
rates, arguing that the goal does not take into account the nature of different traffic minutes.
Lattelekom argues that "[n]ot all minutes are the same" and accounting rate principles should be
different depending on the underlying nature of the product. In particular, it argues that
settlement rates for "value added" services such as home country direct should not necessarily be
cost-based.®°

56.  Some commenters object to the Commission's proposed use of the TCP
methodology to establish settlement rate benchmarks on the ground that the TCPs do not
accurately reflect carriers costs. For example, GTE concludes that "the use of the TCP
methodology isinherently flawed because it does not reflect actual cost."® Telmex asserts that
"TCP data are simply not a good proxy for actual costs'® and the methodology generally "is
invalid because it incorrectly assumes that there is a constant relationship between costs and rates
across countries."®

n KDD Comments at 12.

e Id. at 14.

" Telmex Comments, Statement of Indetec International ("Indetec Statement™) at 8.

80 L attelekom Comments at 2-4.

& GTE Reply at 27.

& Telmex Comments, Indetec Statement at 2-3; see al'so Singapore Tel Comments at 8 (The TCP approach

"is not an accurate methodology for deriving cost-oriented settlement rates'); Telefonica de Espana
Comments at 49 (proposed benchmarks "bear no relationship whatsoever to the real costs of providing
international serwce"g.

8 Telmex Comments, Indetec Statement at 7; see also ASETA Comments at 2 (a;?proximations made by the
Commission show the limitations of trying to determine other carriers costs). Tricom states that "[t]he
Commission's benchmark rate proceeding, which relies, in part upon average network cost data supplied
to the Commission by AT&T, . . . fails to recognize significant differences in costs incurred by carriersin
countries with devel oping telecommunications markets.” Tricom Reply at 5. The TCP methodology,
however, relies on foreign carriers tariffed rates and 1TU data to calcul ate settlement rate benchmarks, not
AT&T average cost data.
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57.  Tothe extent specific concerns about the TCP methodology are raised in the
record, they relate primarily to the Commission's claim that benchmarks based on the TCP
methodology will fully compensate foreign carriers for the costs they incur in terminating
international traffic.* Many commenters dispute this claim, arguing that the TCP methodology
could result in an underrecovery of costs in some cases where the domestic tariffs that are used to
calculate TCPs reflect cross-subsidies between services. These commenters contend that in cases
where domestic tariffs reflect cross-subsidies, tariffs for local service may be below cost and the
TCPs based on those tariffs will also be below cost.? IDC, on the other hand, recognizes that the
TCP methodology includes a profit component and overhead costs, but argues that additional
overhead expenses should be included in the benchmark calculations to account for "the basic
costs of doing business in each country."® IDC further argues that the TCP methodology fails to
take into account the fact that the cost of doing business can vary widely from country to country.
Thus, according to IDC, the TCP methodology could "handicap” high-cost countries such as
Japan.?” GT&T states that the Commission mistakenly "has focused solely upon the notional
settlement rate," instead of the actual per-minute settlement costs of U.S. carriers as determined
by net settlement payments.®® Thus, according to GT& T, the settlement rate benchmarks could
ensure that U.S. carriers pay per minute termination costs that are substantially lower than the
benchmarks.

58.  Some commenters raise concerns related to the currency conversions used by the
Commission to calculate benchmarks using the TCP methodology. KDD notes that the TCP
methodol ogy ignores the extent to which some foreign currencies like the Japanese Y en are
overvalued compared to the U.S. dollar and argues that this deficiency demonstrates the inherent
difficulty of trandating foreign costsinto U.S. dollars on an accurate and consistent basis.
According to KDD, this difficulty should preempt any effort to prescribe settlement rates through

84 See Notice at 142.

& AHCIET Comments at 4-5; Cable and Wireless Comments, Attachment A at 4, CANTO Comments ét 6;
Chunghwa Telecom Comments at 2; France Telecom Comments at 10-11; GTE Comments at 23; RPOAS
of Korea Comments at 3; Taiwan Comments at 2; TSTT Comments at 4; Telefonicadel Perd Comments
at 12; Telefénica de Espafia Comments at 55; IndiaReply at 2; GT& T Reply at 6. Singapore Telecom
claims that the Commission's proposed TCP for Singapore is "far beneath" the costs it incursin
connection with U.S.-billed international switched service, but provides no support for this claim.
Singapore Telecom Comments at 9. Chunghwa Telecom states that the TCP methodology does not
consider "network architecture and wireless telephone call charge,” but does not elaborate on this point.
Chunghwa Comments at 2.

8 IDC Comments at 4-5.
i Id. at 5.
& Letter from Robert J. Aamoth, counsel for GT& T, to William Caton, Acting Secretary, June 18, 1997

(GT&T June 18 Ex Parte) at 7.
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aTCP approach.® France Telecom notes that the TCP methodology does not take into account
the effect of currency fluctuations because the TCP estimates are converted into U.S. dollar
equivalents on a set date.® France Telecom urges the Commission to consider another relevant
economic unit designed to neutralize the effects of currency fluctuations.® Telmex states that the
period for data analysis chosen by the Commission, the fourth quarter of 1995 through the middle
of 1996, does not provide accurate data for Mexico because during that period Mexico faced
rapid rates of inflation and a significant devaluation of the peso.*

59.  Teefénica de Espafia argues that the Commission's reliance on exchange rates to
produce U.S. dollar equivalents overestimates the costs of carriersin high-cost developed
countries and underestimates the costs of carriers in developing countries. Telefénica de Espafia
urges the Commission to adjust the TCPs for the national extension and international switching
components by using the World Bank's Purchasing Power Parity ("PPP") conversion factors
rather than exchange rates to convert foreign currenciesinto U.S. dollars.® KDD agrees with
Telefonica de Espaia that the Commission erroneously ignored PPP in calculating the benchmark
settlement rates. However, KDD argues that Telefénica de Espafia misapplied the PPP in urging
the Commission to establish lower TCPs for Japan and other developed countries. To the
contrary, KDD argues, Japan's TCP is too low because trangdlating the costs it incurs in Japanese
yen into U.S. dollars based solely upon the exchange rate would result in KDD receiving less than
full compensation for its costs. KDD concludes that the solution is for the Commission to permit
U.S. and foreign carriers to alocate exchange rate and PPP risks among themselves through
bilateral negotiations.*

60.  France Telecom, Telefénicade Espafia, and GT& T question our methodology for
calculating the international transmission component. France Telecom questions the
Commission's use of a multiplication factor of four to convert foreign carriers private line rates to

8 KDD Comments at 16.

« France Telecom Comments at 12-13; see also GTE Reply at 27; GT&T Reply at 6 (GT&T's national
extension rate has not changed since 1989, but in the past eight years, the exchange rate ratio between
Guyanaand U.S. dollars has changed from 10:1 to 142:1 due to the devaluation of the Guyana currency).

o France Telecom Comments at 13.
2 Telmex Comments at 23.
o Telefénica de Espafia Comments at 59-63. According to Telefonica de Espafia, only the national

extension and international switching components require a PPP adjustment because they are the two
components which are not international ly-traded services. That is, those services are provided only in a
terminating country -- they cannot be "sold" in another country. 1d. at 61.

o KDD Reply at 13-14.
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a per minute charge, claiming that in its experience, the multiplication factor may be significantly
lower.® Telefénica de Esparia similarly argues that we cannot assume that a4:1 multiplication
factor is appropriate for all traffic.®® Telefonica de Espaiia further argues that the Commission's
assumption of 8,000 minutes per circuit per month for purposes of converting private line rates to
aper minute charge inaccurately reflects usage on developing country routes.”” AT& T disagrees
with these comments. It states that many smaller carriers use multiplication factors of six and
seven.® AT&T further states that its experiences show that the assumption of 8,000 minutes "is
in fact very conservative."®® Sprint similarly states that the assumption of 8,000 minutes per
month is "reasonable and even conservative."'® |t also states that the Commission's assumption
of 4:1 multiplexing is reasonable and consistent with its own experience.'™

61. GT&T clamsthat our methodology for calculating TCPs for the international
transmission component ignores the fact that carriers use Ramsey pricing to establish rates for
dedicated international traffic routing. Thus, according to GT&T, acarrier's retail international
private line rate may be less on a per-minute basis than its whol esale costs of terminating
international switched traffic. GT&T further argues that the Commission erroneously assumes
international private line rates are a meaningful estimate of a carrier's transmission costs.
According to GT&T, in developing countries, international private line service may be directed at
only afew strategic customers. Thisisthe case in Guyana, where service is directed at two
customers.’® GT&T aso objects to the Commission's calculation of Guyana's international

% France Telecom Comments at 10 (France Telecom states that a multiplication factor of four is not
common for amajor international operator that has a physically diverse network that has been devel oped
over aperiod of years).

% Telefonica de Espafia Comments at 58.

o Telefénica de Espafia Comments at 59. According to Telefénica de Espafia, the amount of voice traffic
between the United States and the Telefonica Group countries, on average, is approximately 7,000
minutes per circuit. 1d.

= AT&T Reply at 32.

% Id.

100 Sprint Comments at 11.

lor Id.

102 GT&T Reply at 7-8; see also Telmex Comments at 23 (reliance on Telmex's private line rates for 1.544

Mbps dedicated circuits to calculate Mexico's TCP for the international transmission component is
misplaced because during the period under review, Telmex had few such circuits, used older technology,
and offered the lines at very low pricesto few customers); C& W Comments, Attachment A at 4 (prices of
international private | circuits are the outcome of commercia decisions by carriers and therefore are
not sound basis for establishing benchmarks).
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transmission TCP, arguing that because Guyana does not have atariffed rate for international
private line service, the Commission has no basis for calculating a TCP for Guyana.'®® GT&T
further states that because it exchanges traffic with the United States exclusively viainternational
satellite facilities, the Commission cannot calculate a TCP for Guyana without providing evidence
that the costs of such facilities are the same as fiber optic submarine cables.***

62.  Telefonicade Espafiaaso claims that private line rates should not be used to
calculate the international facility component. It asserts that the costs of leasing private lines are
lower than the costs of operating public lines because switched traffic is more variable than
private line traffic and therefore subject to greater risk.!® AT&T disagrees with this claim. It
contends that switched traffic does not carry noticeably greater risks than the leasing of private
lines. AT&T further contends that Telefonica de Espafiafails to consider the profits and retail
expenses included in private line tariffs.!®

63. ABS-CBN states that the TCP for the national extension component in the
Philippines understates the costs of termination in that country because it is based upon data
which reflect the heavily urban distribution of the Philippine Long Distance Telephone Company's
("PLDT") historic base of accesslines. ABS-CBN states that this data does not accurately reflect
the costs of new carriers which have an obligation to serve outlying areas which are more
expensive to serve.”” It further argues that the TCP methodology is defective because it relies
upon data concerning the geographic distribution of U.S.-originated calls that is not in the
record.’® [t contends that reliance on such data would be contrary to what it states is the
precedent established by the Commission in the Universal Service Reform Order'® that the
Commission cannot rely on amodel that contains confidential data.*® AT& T disagrees that the
Commission's reliance on traffic data not in the record undermines the benchmark settlement

103 GT&T Reply at 4-5.

104 Id. at 2-4.

105 Telefénica de Esparia Comments at 57-58.
105 AT&T Reply at n. 63.

107 ABS-CBN Reply at 7.

108 ABS-CBN Comments at 5-6.

109 Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Report and Order (rel. May 8,
1997) ("Universal Service Reform Order").

1o ABS-CBN Supplemental Comments at 2-5.
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rates. It statesthat every U.S. carrier has full details of the in-country distribution of its U.S.-
originated traffic and every foreign carrier receiving settlement payments has that information for
the U.S.-originated traffic that it terminates.™*

64. GT&T objectsto the Commission's proposed use of ITU-T Recommendation
D.300 R to calculate TCPs for the international switching component. GT&T argues that the
Commission's assumption that a country's level of digitalization corresponds to its level of
economic development is not supported in the record and the Commission has not shown that the
results of the TEUREM study in Recommendation D.300 R adequately reflect the higher costs of
developing countries.™? GT&T further states that the proposed use of a single usage-based
amount to estimate switching costs is inconsistent with the Commission's assertion in the access
charge reform proceeding that a significant portion of local switching costs likely do not vary with
usage.® It also states that the TEUREM study cannot be used to calculate a TCP for the
international switching component because the underlying data and assumption used to calculate
its results have not been made publicly available.**

65.  Some carriers raise concerns that the TCP methodology ignores certain costs
incurred by carriers. ABS-CBN states that the TCP methodology is flawed because it does not
take into account the local interconnection costs paid to incumbent local carriers by competing
international carriers. As an example, ABS-CBN cites the Philippine market where international
carriers had contracts in 1996 with the dominant Philippine carrier which required a $.35 per
minute payment for international calls terminating in metro-Manila, plus up to $.15 per minute
more for calls terminating elsewhere. ABS-CBN concludes that the Commission's proposed
benchmark of $.19 for the Philippines would drive out competing international carriers that must
pay domestic interconnection charges that exceed the benchmark level.**> Similarly, Tricom states
that it must pay CODETEL access charges which are nearly three times higher than the
Commission's proposed TCP for the national extension component in the Dominican Republic,
are higher than the Dominican Republic's overall TCP, and nearly equal to the proposed

m AT&T Reply at 34, n.68; AT& T Supplemental Reply at 3-4.

12 Id. at 8. See also AHCIET Comments at 4-5 (it is not valid to generalize the results of Recommendation
D.300, which correspond to a Igarticular geographic and political region; GNP per capita should be the
sole basis for estimating switching costs). Chunghwa Telecom also questions the Commission's TCPs for

the international switching component, asserting that the TCP for this component "is lower than the

actual cost." However, it provides no basis for this assertion. Chunghwa Telecom Comments at 2.
us Id. at 8-9 (citing Access Charge Reform Order at 1 72).
n Id. at 8.

us ABS-CBN Comments at 4-5. ABS-CBN notes that the dominant Philippine carrier has proposed
reducing the metro-Manila call termination charge to $.28 per minute.
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benchmark for the Dominican Republic.*® HKTI states that the delivery fee from international
calls required by the Hong Kong regulator serves as a floor below which HKTI cannot fall

without incurring an actual loss on international calls.**” Telmex notes that the TCP methodology
does not take into account additional costs carriers may incur to satisfy government-mandated
service objectives like universa service and infrastructure development.™® Telefénica de Espaiia
also states that the TCP methodology does not include the costs of providing universal service
and urges the Commission, at aminimum, to adjust the methodology to include a universal service
component.*®

C. Discussion

66.  We continue to believe after reviewing the record that the TCP methodology
provides a reasonable basis for establishing settlement rate benchmarks in the absence of carrier-
specific cost data. Relying on publicly available tariff data and information published by the ITU
enables the Commission to make some progress in achieving the goal of cost-oriented settlement
rates promised in ITU Recommendation D.140. At the same time, the TCP methodology treats
foreign carriersfairly. We do not believe, as some commenters argue, that we should delay taking
action to reduce settlement rates until carrier-specific cost datais available. Nor do we believe, as
some commenters contend, that we should reject the TCP methodology because it is not a pure
cost-based methodology.’® Rather, where we have data that enables us to bring rates closer to
costs and to treat foreign carriers equitably, we believe we have a reasonable basis upon which to
establish benchmarks.'*

e Tricom Comments at 4.

nr HKTI Comments at 19; see also CAT Comments at 2 (TCP methodology does not take into account "local
call charge, network investment charges, as well as other concerned charges').

us Telmex Comments, Indetec Statement at 8.

19 Telefonica de Espafia Comments at 50-54. Telefénica de Espafia suggests that the Commission consider a

system of asymmetrical payments which reflects differences in universal service costs. Under such a
system, developed countries would be required to pay a higher rate to terminate traffic in aless developed
country. Id. at 54. See also Brazil Reply at {8 (a fourth cost component for establishing settlement rates
should be universal service subsidies).

120 See, e.g., Cable and Wireless Reply at 27; Telmex Comments, Indetec Statement at 2-3.

=2 See discussion in Section I1.E.1. of this Order concerning the Commission's authority under the
Communications Act to establish benchmarks based on the TCP methodol ogy.
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67. A primary benefit of the TCP methodology isthat it relies on datathat is publicly
available: carriers tariffed rates and information published by the ITU.*?> Moreover, it is based on
aframework that received consensus approval from the members of the ITU.* Importantly, the
TCP methodology is equitable because it relies primarily on the tariffed prices carriers charge to
their own domestic customers. As Frontier notes, the data on which the TCP methodology is
based "represents rates at which the individual component elements would be available if they are
offered on an unbundled basis."** Reliance on tariffed prices also means that U.S. carriers are
treated fairly. Aswe stated in the Notice, nondiscriminatory treatment of U.S. carriers would
require that foreign carriers assess U.S. carriers a comparable charge for the network elements
necessary for international termination services as they charge their own domestic customers.

68.  We disagree with Lattelekom that settlement rates should vary with the nature of
the traffic. The underlying service provided by the foreign correspondent, international
termination, is the same regardless of the nature of the traffic. The network components used and
the costs of those components do not vary. Because the underlying service and its costs are the
same, we see no reason why the settlement rate should be different based on the nature of the end
user service provided.

69. It istrue, as some commenters note, that the TCP methodology resultsin
benchmark rates that are still above-cost. Nonetheless, the benchmarks we adopt here will
achieve significant reductions in settlement rates, bringing them closer to cost, and place some
discipline on a system of inflated settlement rates. We therefore adopt the TCP methodology as
the basis for calculating settlement rate benchmarks.®® The TCP methodology study procedure,
data collection, and estimation methods are described in further detail in Appendix E to this
Order.

70.  We disagree with commenters arguments that benchmarks based on TCPs will not
allow foreign carriersto recover their costs of providing international termination services. The
fact that foreign carriers' tariff rates for domestic local service in many cases contain cross-
subsidies does not mean that reliance on those tariff rates to calculate benchmarks resultsin an
underrecovery of costs. The TCP methodology relies on tariff rates for both domestic local and

122 By contrast, we have no basis upon which to adopt ESI's recommendation that we adopt benchmarks that
are no more than $0.09. There Is no record evidence to support ESI's estimate of average cost.

12 See NTIA Reply at 10-11 ("NTIA commends the Commission for relying on the cost guidelines contained
in ITU Recommendation D.140, as those guidelines represent consensus at the multilateral level™).

124 Frontier Comments at 2.

125 The benchmark rates we adopt using the TCP methodology are set forth in the next section. See Section
I1.A.2., infra.
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long distance service to calculate a price for the national extension element. Asdescribed in
Appendix E, the national extension element is calculated by distributing international calls from
the United States among service classifications, time periods, and the destination of the calls. The
appropriate tariff rate is then applied to the minutes in each distribution category. Thus, to the
extent domestic local tariff rates are priced below cost, any underrecovery of costs should be
offset by traffic that is distributed to service classifications such as long distance or international
whose tariff rates are above-cost. Moreover, most international traffic is terminated in major
metropolitan areas where network costs are generally lower due to the economies of scope and
scale that exist where traffic is concentrated in one geographic area. In many cases, more than 70
percent of calls from the United States terminate in major metropolitan areas.’®® Moreover, as we
stated in the Notice, the tariff rates used to calculate TCPs include costs associated with providing
retail communications service to consumers which would not be included in cost-based settlement
rates. For example, tariff rates include an allowance for uncollectible billings, genera overhead
expenses associated with retail service, and marketing and commercia expenses that would not be
included in the cost of providing international termination services.

71.  Weaso note that our estimation procedures generally are conservative, erring on
the side of allowing a higher price in many instances. For example, our categorization of
countries by three levels of digitalization for purposes of calculating the TCP for the international
gateway component produces a conservative estimate of switching costs. We assigned lower
levels of digitalization to developing countries based on the assumption that, generaly, those
countries networks are less technologically advanced. In fact, however, some developing
countries with recent significant infrastructure devel opment could have more technologically
advanced telecommunications equipment. Moreover, evidence in the marketplace suggests that
the ITU data used to calculate the TCP for the international gateway switching component is
substantially above cost.**” For example, Telia, the domestic carrier in Sweden, has an
interconnect tariff which allows competing international carriers to interconnect with its domestic
network. The tariff has two components. a monthly connection point charge of approximately
$6,000 and fixed monthly charge of approximately $73.00 per facility, e.g., 2.048 Mbps circuit.
These fixed charges are equivalent to a monthly rate of $0.003 per minute for usage of 8,000
minutes per circuit. In addition, in our Interconnection Order we concluded that a range between
$0.002 per minute of use to $0.004 per minute of use for unbundled local switchingisa
reasonable proxy for domestic switching service.

72.  Wefind GT&T's argument that our focus on the notional settlement rate instead of
the actual per-minute settlement costs of U.S. carriers means that U.S. carriers could pay per

126 See Notice, Bureau Report at 13. See also WorldCom Comments at 9, n.25.

27 Interconnection Order at  811.
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minute termination costs that are substantially lower than the benchmarks to be without merit.*?®
GT&T'sargument fails to take into account the fact that there are two sides to the netting process
for calculating settlement payments. It istrue that at settlement U.S. carriers pay less than the
notional settlement rate times the total amount of traffic they originate. But that is because the
minutes they originate are netted against minutes they terminate for the foreign correspondent.
Thus, the net payment from the U.S. carrier to the foreign carrier represents payments the foreign
carrier owesto the U.S. carrier for terminating foreign-originated calls. The per minute
termination cost paid by U.S. carriersis the same; it isjust offset by the per minute termination
cost paid by foreign carriers.

73.  Some commenters raise concerns about the use of exchange rates to calculate the
settlement rate benchmarks. Three concerns areraised: (1) that a country's currency may have
been devalued vis-&vis the dollar at the time the benchmarks were calculated; (2) currency
fluctuations in the future may affect the level of compensation a country receives; and (3) using
exchange rates to convert foreign currencies into U.S. dollars overestimates the costs of carriers
in high-cost countries and underestimates the costs of carriersin low-cost countries. While
currency fluctuations do affect the level of compensation a country receives, this concernis
common to all goods and services traded internationally and exists for parties negotiating
accounting rate agreements regardless of whether we set benchmark settlement rates. When
parties to an agreement set a price for an internationally traded good or service, the value of the
compensation the parties receive will vary depending on the exchange rate between the relevant
currencies. The parties to an accounting rate agreement have no control over the value of other
countries currencies. Nor do we. Some commenters suggest that we denominate our
benchmarksin aneutral currency such as SDRs to reduce the impact of currency fluctuations vis-
&visthedollar. We agree that if parties would prefer to allocate the risk of currency fluctuations
by calculating their accounting rate in SDRs rather than in U.S. dollars, they should be free to do
so. Webelieveit is appropriate, however, to leave it up to the parties to an agreement whether to
calculate the accounting rate in SDRs or U.S. dollars.

74.  We emphasize that any carrier may ask us to reconsider, in a specific case, the
benchmarks on the grounds that they do not permit the carrier to recover the incremental costs of
providing international termination service.® Thus, if the exchange rate used to calculate the
benchmarks does not permit a carrier to recover its costs, either because a country's currency may
have been significantly devalued vis-&visthe U.S. dollar at the time the benchmarks were

128 We generally refer to the "notional settlement rate” as the "net settlement rate.” 1n order to calculate the
net settlement rate for any particular U.S. carrier, one must subtract the product of the carrier's inbound
minutes and the carrier's settlement rate for a particular country from the product of the carrier's outbound
minutes to a country and the settlement rate with its foreign correspondent(s) in that country. One must
then divide the total by the carrier's total outbound minutes to the country.

129 See supra, Section I1.A.2.
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calculated or because a carrier islocated in a"low cost" country, the benchmark for that carrier
can be adjusted. We aso note that the effect of any one country's currency valuation on the
benchmark calculations is mitigated by the fact that we use an averaging approach, as described in
the next section of this Order, to calculate benchmark settlement rates.

75. France Telecom and Telefonica de Espafia raise concerns about the cal culation of
the international transmission component. Both state that it may not be appropriate for the
Commission to use a 4:1 multiplication factor to convert foreign carriers private lines to a per
minute charge, and Telefénica de Espaiia states that the Commission's assumption of 8,000
minutes per circuit per month for purposes of converting private line rates to a per minute charge
inaccurately reflects usage on developing country routes. Both the 4:1 multiplication factor and
the 8,000 minutes per month estimate are based on actual operating results experienced by U.S.
facilities-based carriers that provide IMTS. The figures are based on the operations of AT&T,
MCI, Sprint, and WorldCom, and thus reflect the experiences of different sized carriers. In
addition, the figures reflect service provided over arange of traffic routes to countries with
varying levels of economic development. Thus, while the multiplication factor for some routes
may be lower, as France Telecom notes, it may be higher on others reflected in the estimate. The
same is true of the estimate of 8,000 minutes per circuit. Moreover, contrary to Telefonica de
Esparids claim, the average minutes per circuit in some developing countries may exceed 8,000
minutes because the international transmission circuits are sometimes used to terminate domestic
calls where there are inadequate domestic facilities.

76.  Wefind no evidence to support GT& T's claim that carriers use Ramsey pricing to
establish rates for dedicated international traffic routing. Ramsey pricing requires precise
information about the incremental costs of supplying circuits for private line services and detailed
information about the demand elasticities among different classes of international communications
users.®® Thereisnothing in the record to suggest that thisinformation is available to carriers. In
fact, carriers, including GT& T, have vociferously argued that cost information is not available.**
We aso note that there is no evidence in the record that, even if carriers did use Ramsey pricing
to establish rates for dedicated international traffic routing, such a pricing strategy would result in
below-cost international private line tariffs. We find it highly unlikely that a monopoly carrier
would price any service below the level of costs incurred to provide that service.

10 The theory behind Ramsey pricing is that prices to different customer groups are set at varying levels
above incremental costs depending upon the demand elasticities of the group. Those customer groups
with an inelastic demand are charged higher prices and those with an elastic demand are charged lower
prices. Thus, to establish rates based on Ramsey pricing principles, a carrier would need to know the
incremental cost of supplying a service, and the demand elasticities of various customer groups. See
Ramsey, F., "A Contribution to the Theory of Taxation," Economic Journal, Vol. 37, No. 1, pp. 47-61,
1927; see also, William Baumol, Economic Theory and Operations Analysis, pp. 513-16, and Kenneth
Train, Optimal Regulation, Chapter 4.

= See, e.9., GT&T Reply at 4-5.
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77.  We disagree with commenters that argue international private line rates do not
provide a reasonable basis for calculating the TCP for the international transmission component.
GT&T argues that international private line rates are not a meaningful estimate of a carrier's
transmission costs because, in developing countries, international private line service may be
directed at only afew strategic customers.™® Similarly, Telmex asserts that during the period
under review, Telmex had few international private line circuits, used older technology, and
offered the lines at very low prices to few customers.’** AHCIET states that it is not valid to use
the tariffs of one service, international private lines, to estimate the cost of another service,
international termination.’** We use carriers international private line rates to calcul ate the TCP
for the international transmission component because the circuits used for private line service are
functionally the same as those used to provide IMTS. Thus, the cost for the underlying facility
for both services, the circuits, should be the same. Unless GT& T and Telmex are offering
international private line service at below cost rates, their international private line rates would
thus recover, at a minimum, their costs of providing the international transmission component of
international termination service.

78.  Weadso disagree with GT& T's claim that the Commission has no basis for
calculating a TCP for Guyana because Guyana does not have a tariffed rate for international
private line service and because Guyana exchanges traffic with the United States exclusively via
international satellite facilities. We believe it is reasonable to use the highest available tariff for
internationa private line service in the region, Brazil's rate of $0.066, to calculate Guyana's
international transmission TCP. The international private line rates are not used as a precise
estimate of individual country's costs to provide the international transmission component of
international termination services. Rather, they are used as the next best source of datato
calculate benchmarks. As discussed above, reliance on retail tariff rates produces benchmark
settlement rates that are in excess of the costs of providing international termination service.
Moreover, as described in the next section of this Order, the individua country TCPs are
averaged to calculate one benchmark rate for categories of countries. With respect to GT&T's
claim that we cannot calculate a TCP for Guyana without providing evidence that the costs of
international satellite facilities are the same as fiber optic submarine cables, we note that there is
substantial evidence that the cost of international satellite facilities are extremely low. Based on
its assumptions about bandwidth, traffic fill factors and financial carrying costs, the ITU cited in
its 1996 Direction of Traffic estimates that the per minute cost, including operating expenses, on

122 GT&T Reply at 7-8.
138 Telmex Comments at 23.

134 AHCIET Comments at 5.
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international cable and satellite systemsis less than $0.01.* This cost estimate is less than one
sixth the rate of $0.066 we use for Guyanas international transmission TCP.

79.  Teefonica de Espafia objects on different grounds to the use of international
private line rates to calculate the TCP for the international transmission component. It asserts
that the costs of leasing private lines are lower than the costs of operating public lines because
switched traffic is more variable than private line traffic and therefore subject to greater risk. We
disagree with this argument. Even if switched traffic is subject to greater risk, as Telefonica de
Esparia asserts, that greater risk would be more than offset by the marginsin international private
line tariffs. The tariffed component prices for the international transmission component ranged
from $0.03 to $0.25, with most in the range of $0.05 to $0.07. However, the ITU estimates that
the cost of the undersea cable, including operating expenses, used to provide the international
transmission component of termination servicesis less than $0.01 per minute.**

80. Weadsodisagree with GT&T's objections to our use of ITU Recommendation
D.300 R to calculate the TCP for the international switching component. GT&T argues that the
Commission's assumption that a country's level of digitalization corresponds to its level of
economic development is not supported in the record and the Commission has not shown that the
results of the TEUREM study in Recommendation D.300 R adequately reflect the higher costs of
developing countries. Asan initial matter, GT& T provides no support for its statement that
international switching costs are higher in developing countries. In addition, our assumptions in
calculating the TCP for the international gateway switching component are favorable to
developing countries. We assumed that developing countries’ networks generaly are less
technologically advanced. We therefore assigned lower levels of digitalization, and as a result,
higher prices for the switching component, to developing countries. In fact, however, as noted
above, some developing countries with recent significant infrastructure devel opment may have
more technologically advanced telecommunications equipment. Moreover, as discussed above,
there is evidence in the marketplace that the estimates in the TEUREM study substantially
overestimate international gateway switching costs.

8l. GT&T aso argues that we cannot rely on the TEUREM study to calculate the
TCP for the international switching component because the underlying data and assumptions of
that study are not publicly available. However, we do not rely on the underlying data and
assumptions of the study to calculate the TCP for the international switching component. Instead,
we take the results of that study, the accounting rate shares assigned to the international switching
component, and assign them to countries based on their level of economic development. Thus,

1% Direction of Traffic, Trends in International Telephone Tariffs, ITU and Telegeography, Inc. (1996) at 4-
5 (citing Satellite Communications: Structural Change and Competition, OECD, Paris (1995)).

1% Id.
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there is no information or data that we relied upon to make our calculations that is not publicly
available.

82.  GT&T further states that our proposed use of a single usage-based amount to
estimate switching costs is inconsistent with the Commission's assertion in the access charge
reform proceeding that a significant portion of local switching costs likely do not vary with
usage.”*” Thereis, however, no inconsistency between our calculation of a per minute price for
the international gateway switching component in this Order and our statement in the access
charge reform proceeding referenced by GT&T. By caculating a per minute price here, we are
not saying that switching costs vary with usage. Rather, we are smply taking the total price we
estimate and dividing it by minutes to calculate a per minute price. The per minute price we
calculate does not vary with usage.

83. ABS-CBN objected in its comments to the fact that data concerning the
geographic distribution of U.S.-originated calls used to calculate the national extension
component TCP was not in the record. The national extension TCP is calculated by determining
the distribution of international calls from the United States within each country and applying the
appropriate tariff to the minutes in each distribution category. The distribution of minutes for
each country was determined from information collected on AT& T's customers calls during a
three month period that began on January 6, 1996. AT&T filed the data under sedl in this
proceeding with an accompanying Motion for Confidential Treatment.**® Although we believed
that foreign carriers would likely have call distribution data on the U.S.-originated traffic that they
terminate, we welcomed AT& T's filing of the call distribution data to supplement the record in
this proceeding. Recognizing that "AT&T's call distribution data could provide competitors with
competitively-sensitive market and cost structure information about AT& T's operations,” the
International Bureau issued an order on July 23, 1997, granting AT& T's request for confidential
treatment.™*® The Bureau permitted AT& T to make the information available to all parties of
record pursuant to a Confidentiality Agreement that AT& T had attached to its motion. ABS-
CBN subsequently filed a motion to establish a comment schedule for the AT& T data.'*® The
International Bureau denied ABS-CBN's motion, finding that ABS-CBN had not shown good

w7 GT&T Reply at 8-9 (citing Access Charge Reform Order at 1 72).

18 International Settlement Rates, Motion for Confidential Treatment, IB Docket No. 96-261 (filed by AT& T
on July 22, 1997).

19 International Settlement Rates, Order Granting Motion for Confidential Treatment, IB Docket No. 96-
261, DA 97-1563 (rel. July 23, 1997).

140 International Settlement Rates, Motion to Establish Comment Schedule, IB Docket No. 96-261 (filed by
ABS-CBN Telecom on July 28, 1997 ("ABS-CBN Telecom's Motion").
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cause for establishing a comment schedule.** The Bureau concluded that, contrary to ABS-
CBN's representation, the AT& T datais not complex and is presented by AT&T in aconcise,
easy-to-understand manner.'#?

84.  After reviewing the data, ABS-CBN complained that it could not verify the
national extension TCP calculations.**® ABS-CBN complained in particular that it did not
understand how time-of-day weighted prices could have been calculated based on the data
provided by AT&T. It concluded that there must be a gap in the data and that the Bureau's
asserted reliance on the call distribution data "is suspect."*** We believe that the data placed on
the record by AT&T is sufficient to allow parties to verify the national extension TCP
calculations. Moreover, contrary to ABS-CBN's claim, the datais complete. There is no further
datathat the Bureau relied upon to calculate the national extension TCPs that is not in the record.
Because of the confidential treatment granted AT& T's call distribution data, we cannot discussin
this Order details of the data. However, we can describe the data generally. The datais provided
in table format, with tariff category in one column and the percentage of calls distributed to each
category in another column. For countries that also have time-of-day or peak/off-peak tariffs,
percentage of calls distributed in each of the relevant timeframes is included in a separate table.
The traffic data that is aggregated in table format was collected during a three month period. In
the Bureau Report attached to the Notice, the International Bureau incorrectly stated that the data
was collected for the same one hour period during the three months, when in fact, the data was
collected throughout the day for three months. For purposes of calculating the national extension
TCP, the International Bureau assumed that the percentage of overall traffic to a country
distributed among time-of-day or peak/off-peak tariffs was distributed in the same percentage
across tariff categories. Thus, for example, if 40% of the traffic was delivered during the off-peak
period, it was assumed that 40% of the traffic in each tariff category was delivered during the off-
peak period.

L International Settlement Rates, Order Denying Motion to Establish Comment Schedule, IB Docket No.
96-261, DA 97-1613 (rel. July 29, 1997).

12 ABS-CBN requested a further comment schedule in part because of "the expected scope of the new AT&T
data, which . .. cover up to ninety days of telephone call volumes, segmented by calling hour for at least
fifty-six countries." ABS-CBN Telecom's Motion at 2. ABS-CBN Telecom expressed this concern in its
motion without taking the opportunity to review first the information that AT& T had made available.

u Letter from Gregory C. Staple, Counsel to ABS-CBN, to Peter Cowhey, Chief, International Bureau, July
30, 1997 (ABS-CBN July 30 Ex Parte); see also Telefonica de Espafia and Telefonica Larga Distancia de
Puerto Rico July 30 Ex Parte (arguing that "it is not readily apparent . . . how the Commission used this
datato calculate the national extension component of the TCP"S).

m ABS-CBN July 30 Ex Parte at 3.
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85. ABS-CBN further argues, in its comments and its subsequent July 30 Ex Parte,
that because the traffic distribution data for the Philippines was collected in 1996, it only covers
traffic terminated by PLDT. According to ABS-CBN, the data does not accurately reflect the
costs of new carriers which have an obligation to serve outlying areas which are more expensive
to serve.* Aswe stated in the Notice, any interested party may ask usto reconsider, in a specific
case, the benchmarks on the grounds that they do not permit recovery of itsincrementa costs of
providing international termination service.*® Thus, if ABS-CBN believes that the benchmark of
$0.19 for the Philippines does not permit it to recover its costs, it may submit to us the basis for
its cost calculations and we will reconsider that benchmark.

86.  Some commenters raise concerns that the TCP methodology ignores certain costs
incurred by carriers such as local interconnection costs paid to incumbent local carriers by
competing international carriers*’ and additional costs carriers may incur to satisfy government-
mandated service objectives like universal service and infrastructure development.**® As discussed
in Section 11.B.1, most countries, including the United States, have established a subsidy system in
which the cost of the domestic network is not borne wholly by the domestic subscribersin al
cases. We recognize, as many commenters point out, that such universal service subsidies are
legitimate telecommunications policies. However, we disagree that foreign termination services
from certain countries should be required to finance a disproportionate share of network costs, or
that foreign carriers should have the ability to impose hidden, discriminatory universal service
obligations on termination services for foreign-originated calls.

87.  Theissue of interconnection rates and universal service obligationsis specifically
addressed in the Reference Paper on Procompetitive Regulatory Principles negotiated as part of
the WTO Basic Telecom Agreement. The Reference Paper obligates the governments that have
adopted it as part of their schedules of commitments to ensure the availability of interconnection
to major suppliers*® "under non-discriminatory terms, conditions . . . and rates.”" It further
provides that universal service obligations will not be regarded as anticompetitive, "provided they
are administered in a transparent, nondiscriminatory and competitively neutral manner." These

s ABS-CBN Reply at 7; ABS-CBN July 30 Ex Parte at 3.

146 Notice at § 57. See infra, Section I1.A.2.

w ABS-CBN Comments at 4-5; Tricom Comments at 4.

18 See, e.g., Telmex Comments, Indetec Statement at 8; Telefdnica de Espafia Comments at 50-54.

1o A major supplier is defined in the Reference Paper as "a supplier which hasthe abilitty to materially affect
the terms of participation (having regard to price and supply? in the relevant market for basic

telecommunications services as aresult of: (a) control over essential facilities; or (b) use of its position in
the market."
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principles, as well as the others contained in the Reference Paper, are essential to the
implementation of full and fair competition. Discriminatory local interconnection charges and
universal service obligations that are levied disproportionately on foreign-originated cals clearly
violate these principles. Thus, to the extent that commenters argue our TCP methodology should
be revised to take into account discriminatory local access charges or universal service subsidies
aimed solely or disproportionately at international termination services, we disagree. We note,
however, that as a practical matter, the TCP methodology we adopt here results in settlement rate
benchmarks that are till above the cost of providing international termination service. Asa
result, the benchmarks include a generous contribution that could be applied to fund universa
service and other social goals.

88. Weemphasize, as stated in the Notice, that any interested party may ask usto
reconsider, in a specific case, the benchmarks we adopt in this Order on the grounds that they do
not permit the recovery of the incremental costs incurred to receive, transmit, and terminate
international service. TSTT requests more detall "regarding the nature of the forum™ for such
challenges than was provided in the Notice.**® WorldCom states that the Commission should
establish a clear-cut procedure to govern challenges and that the burden should be placed on the
foreign carrier to demonstrate that it has higher costs.*** We will permit those asking for
reconsideration in a specific case to file awritten request seeking a determination that the relevant
settlement rate benchmark does not permit recovery of incremental costs. Initsrequest, the
petitioner must demonstrate that the relevant incremental costs are higher than the established
benchmark.

89.  KDD objects to this process, arguing that foreign carriers should not be required
to provide cost data to the Commission to justify a different benchmark.*> At the same time,
KDD questions the accuracy of the Commission’'s benchmarks. It is not our purpose to set
foreign carrier rates, but rather to ensure that U.S. carriers rates are just, reasonable and
nondiscriminatory. However, if the Commission isto ensure equitable treatment under its
benchmarks policy, it must provide an opportunity for justification of a different benchmark level
if it is believed that the established benchmarks do not permit recovery of relevant costs. We do
not here compel any foreign carrier to provide cost data. Rather, we provide an opportunity to
seek revision of a settlement rate benchmark with which U.S. carriers are to adhere by providing
cost data. Moreover, we note that under the Commission's rules, a party may request confidential

0 TSTT Comments at 3.

Bt WorldCom Comments at 9.

2 KDD Comments at 18. Deutsche Telecom does not object to the challenge process, but ar_lgues that any
cost information supplied by carriers must be accorded confidential treatment. Deutsche Telekom

Comments at 11.
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treatment of any cost data it submits to justify a different settlement rate benchmark for aU.S.
carrier.*®

2. Benchmarks Based on Tariffed Components Prices
a. The Notice

90.  We proposed in the Notice to categorize countries by level of economic
development and to establish a separate benchmark for each category. We proposed to use the
World Bank and ITU's classification of countries based on level of gross national product (GNP)
per capita. The four levels of economic development under this classification scheme are: (1) low
income, GNP per capita of less than $726; (2) lower-middle income, $726-$2,895 per capita; (3)
upper-middle income, $2,896-$8,955 per capita; and (4) high income, $8,956 or more.™>* We
proposed to use the simple average of the tariffed components prices for all countriesin each
economic development category as the upper end of benchmark ranges.**®

91.  We proposed to base our benchmarks on TCP averages instead of relying on
individual country TCPs because an averaging approach mitigates the effect of carriers inefficient
pricing structures on our benchmark calculations.™® Because the TCPs rely on foreign carriers
widely divergent tariffs to set prices for two of the three network elements, any inefficienciesin a
foreign carrier's tariffs are captured in its tariffed components price. For example, telephone
service in many countries is provided by monopoly carriers whose tariff rates may reflect
protected market positions and an ability to charge prices not related to underlying costs.
Moreover, many countries have rate structures that use high international or domestic long
distance charges to offset below-cost local service fees. Averaging the TCPs mitigates the effect
of these inefficiencies by averaging the most inefficient rates with those that are less inefficient.

8 See 47 C.F.R. § 0.459.

B Social Indicators of Development, World Bank, Washington, D.C. (1996). Because our proposed
methodology for calculating the benchmarks resulted in benchmarks that are almost identical for lower-
middle income and upper-middle income countries, we proposed to merge the two middle income
coulntrieﬁ into one "middle income" group for purposes of calculating and implementing the benchmark
settlement rates.

% In addition to our proposal to establish benchmarks based on level of economic development, we asked for
comment on other options for calculating benchmarks, either using the TCP methodology or some other
approach.

156 We also asked for comment on whether we should adopt country-specific benchmarks where each

country's benchmark would be equal to its TCP.
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92.  Wenoted, however, that averaging all countries together would result in a
benchmark that was substantially below current settlement rates with lower income countries and
in many cases, above or equal to current settlement rates with upper income countries. We
therefore proposed to categorize countries by level of economic development for purposes of
calculating averages rather than calculate one average for all countriesto create aless severe
differential between current settlement rates and the benchmarks for lower income countries. We
noted that establishing separate benchmarks based on level of economic development would
mitigate the impact on devel oping countries of averaging the TCPs while still capturing some of
the benefits of using an average. We aso noted that economic development level isalogica way
to cluster the tariffed components prices for purposes of averaging because there generally isan
inverse correlation between the level of tariffed components prices and a country's level of
economic development.

b. Positions of the Parties

93. Many commenters that address the Commission's proposal to calculate three
benchmarks based on level of economic development express concern about the use of GNP per
capitato classify countries. Many of these comments, however, reflect a fundamental
misunderstanding about the rationale for the Commission's proposed TCP methodology. They
assume that the Commission believes there is a correlation between income level and
telecommunications network costs. Based on this misunderstanding, many commenters argue
that grouping countries by income level does not capture certain alleged cost differences among
countries.

94. For example, Singapore Telecom states that it "objects to the FCC's proposal to
use the World Bank classifications as a basis for calibrating the comparative cost levels of
individual countries."**” Singapore Telecom further states that there is not a clear correlation
between economic development and telecommunications costs.™® KDD also erroneously assumes
the Commission proposed to establish benchmarks based upon income levels because thereisa
correlation between income level and telecommunications costs. Accordingly, KDD states that it
opposes the Commission's proposal because "whatever relationship may exist between the World
Bank classifications and the relevant cost experiences of any country is so tenuous as to be
virtually meaningless."** Similarly, AHCIET characterizes the Commission's proposal as

7 Singapore Telecom Comments at 9.
8 Id.
9 KDD Comments at 15; see also IDC Comments at 5 (Country classifications based on GNP "is an over-

simplification of avery complex issue of operati n%costs as seen in Japan"); CANTO Comments at 6 (use
of the World Bank classifications is inappropriate because "the range of cost sensitivity varies enormously
among all developing countries"); Cable and Wireless Comments, Attachment A at 5 (whether thereis
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categorizing countries "to determine costs [] based exclusively on the Gross National Product per
capita of each country." AHCIET concludes that it is not valid to use GNP per capita as the only
basis to estimate costs.'®

95.  Other commenters oppose the Commission's proposal to establish benchmarks
based on income level on the ground that GNP per capita does not accurately reflect differences
in development level between countries. For example, Panama states that the Commission's
proposal to classify countries on the basis of GNP per capitafails to recognize fundamental
differences between countries such as economic, political, social, and technological
development.®® Similarly, TSTT argues that using GNP by itself to categorize countriesis
inappropriate because it does not take into consideration other social and economic factors such
as unemployment, income distribution, and poverty. TSTT states that GNP per capitaisnot "a
true indicator of the level/extent of development of a country's telecommunications
infrastructure."**® Indonesia states that "relevant factors influencing costs such as teledensity,
geographical nature, [and] purchasing power parity" should be taken into account in establishing
benchmarks.**® COMTELCA argues that reliance on GNP per capita to categorize countriesis
not the most effective means to achieve what it presumesis the Commission's goal of allowing
"countries with the least developed communications infrastructure to receive the highest
settlements payments."*** COMTELCA urges the Commission to adopt a single regional
benchmark for Central America.*®

96.  Some commenters object to the income level classification of specific countries.
COMTELCA notes that our grouping of countries by GNP per capita places only two Central
American countries in the low income category, while all others are in the middle income
category. COMTELCA argues that al of its member countries have underdevel oped

"an inverse relationship between GNP per capita and the unit costs' of countries networks is a "debatable
proposition™); Japan Reply at 1-2.

10 AHCIET Comments at 5.
1oL Panama Comments at 22; Panama Reply at 13.

162 TSTT Comments at 3; see also France Telecom Comments at 14 (categorizing countries by GNP as the
sole criterion may be inappropriate because it fails to take into consideration other elements, such as
purchasing power parity or the level of development of a country's telecommunications sector); New T&T
Comments at 2.

163 Indonesia Reply at 2.
1e4 COMTELCA Comments at 12.

1% Id. at 13.
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telecommuni cations systems and therefore should be in the benchmarks category designated for
the least developed countries.*®® Tricom notes that the Dominican Republic would be at the
extreme bottom of the middle income category and contends that it would be more accurate and
appropriate to use the four income categories in the World Bank's classification scheme.*®” The
Philippines aso objects to the Commission's proposal to merge the two middle income groups,
arguing that the combined category treats lower middle income countries unfairly. ¢

97.  AT&T recognizes that using an averaging approach to establish benchmarks has
the advantages of averaging the most inefficient foreign carrier tariffs with those that are more
efficient and reducing the burden for less devel oped countries of moving toward more cost-based
rates. However, AT& T urges the Commission to combine the averaging and country-specific
approaches by setting the upper end of each country's benchmark range at the lower of either that
country's TCP or the average of TCPs for countries in the same income category. AT&T states
that combining the approaches is necessary because if the Commission's proposed averaging
approach is adopted, countries with TCPs below the average will be discriminating against U.S.
carriers by charging rates higher than those charged to domestic customers.*® COMTELCA
opposes this suggestion, arguing that it would not allow foreign carriers to recover their costs.*

98. MCI aso suggests a hybrid approach to setting benchmark settlement rates using
TCPs. MCI proposes that the Commission set country-specific benchmarks equal to the lower of
acountry's TCP or atarget rate twenty percent above the mean for all countries in the same
economic development category. According to MCI, the Commission's proposed averaging
approach would apportion the effect of the most excessive tariff regimes across all countries,
instead of mitigating the effect of tariff inefficiencies. MCI states that its approach would reduce
the impact of tariff inefficiencies on benchmark rates.*"

99.  TNZL and Telefénica de Espafia oppose the Commission's proposal to average
TCPsfor countries in the same income category and urge the Commission to adopt country-
specific benchmarks. Telefonica de Espaia states that averaging is inappropriate "given that the

166 COMTELCA Comments at 12-13.

167 Tricom Comments at 3.

168 Philippines Comments at 34-36; see also GTE Reply at 23-24; TSTT Comments at 3.
169 AT&T Comments at 16-27.

170 COMTELCA Reply at 18-19.

mn MCI Comments at 4-5; MCI Reply at 5-6.
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costs at issue vary significantly even between countries that are within the same category."*"
TNZL objects to the Commission's averaging proposal on the ground that there is no necessary
correlation between costs and income level. TNZL concludes that a country'sown TCPisa
closer "proxy" for costs than the averages proposed by the Commission.*”® Sprint urges the
Commission to adopt country-specific benchmarks on the ground that the TCPs reflect cost
differences among countries. Sprint states that a country's "geography or distance from the U.S,,
for example, would, all other things being equal, appear to be highly relevant to its TCP."*"
Frontier, on the other hand, states that country-specific benchmarks would be administratively
cumbersome and could result in countries that are smilarly situated having significantly different
benchmarks.” Frontier therefore supports the Commission's proposal to establish benchmarks
based on countries level of economic development.

C. Discussion

100. We adopt, with two modifications, our proposal in the Notice to establish separate
benchmarks based on countries level of economic development. We believe, contrary to the
arguments of commenters who urge us to adopt country-specific settlement rate benchmarks, that
it is appropriate to average country's TCPs and establish benchmarks based on level of economic
development. We aso believe, contrary to the arguments of some commenters, that GNP per
capita provides areasonable basis for grouping countries for purposes of calculating and
implementing settlement rate benchmarks.

101. We use tariff datato calculate two of the three elements for settlement rate
benchmarks as the best available option in the absence of cost data. As discussed above, using
tariff data has several advantages. it is publicly-available data; it would result in
nondiscriminatory treatment of international traffic vis-a-vis domestic traffic; and, importantly,
relying on tariff datawill result in settlement rate benchmarks that alow foreign carriersto
recover more than their costs of providing international service.!”® However, there are also

172 Telefénica de Esparia Comments at 56.

ol TNZL Comments at 7-8; see also SDN Users Assoc. Reply at 1 (country-specific benchmarks will result
in settlement rates that more closely approach cost-based rates); Coalition of Service Industries Reply at 3
(where country specific data exists, the Commission should establish country-specific benchmarks).

1 Sprint Comments at 16.
1 Frontier Comments at 3.
e We note that establishing settlement rate benchmarks which allow foreign carriers to recover more than

their costs of providing international termination service is more appropriately viewed as a shortcoming
rather than an advantage of using tariff data. We reiterate that our goal is ultimately to achieve settlement
rates that are cost-based. However, in the absence of cost data, the TCP methodology provides a
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certain shortcomings of using tariff data that make reliance on each country's TCP to establish
individual country benchmarks inappropriate.

102. The primary shortcoming of using tariff data to calculate settlement rate
benchmarks is that any inefficiencies in foreign carriers tariffed prices are captured in its TCP. As
many commenters note, carriers tariffed prices in many cases do not reflect the underlying cost of
providing the tariffed service. Thisisin part because the tariffs reflect socia policies such as
universal service goas. For example, many countries have rate structures that use high
international and domestic long distance charges to offset below-cost local service fees. Extreme
examples of the problems of relying on tariff data to calculate benchmarks are markets such as
Hong Kong and Kuwait that do not charge consumers on a per minute basis for domestic calls,
but rather rely on a monthly subscription rate that includes domestic service. Another reason
tariffed rates reflect inefficienciesis that, in many countries, telephone service is provided by
monopoly carriers whose tariff rates may reflect protected market positions and an ability to
charge prices not related to underlying costs. Because tariffed rates vary widely as a result of
these inefficiencies, similarly situated countries could have substantially different individual
TCPs.Y” Another shortcoming of using tariff data to calculate settlement rate benchmarksis that
acountry could attempt to influence the level of its future benchmark rate by changing its carriers
tariff rates.

103. Webedlieveit is appropriate to average the individual country TCPsto calculate
settlement rate benchmarks to mitigate the effect of these shortcomings of relying on tariff data.
AsAT&T notes, averaging individual country TCPs mitigates the effect of carriers inefficient
pricing structures on our benchmark calculations by averaging the most inefficient rates with
those that are lessinefficient. In addition, an average figure is beyond the ability of any one
country or carrier to alter significantly, so a carrier would have no incentive to change its tariff
rates to affect the level of its benchmark.'™® Telefénica de Espaiia argues that this concern "can be
readily solved by an FCC decision not to recognize significant increases in the underlying TCPs if
it finds that those increases are solely intended to raise the benchmark."*”® Such a solution would

reasonable alternative for achieving substantial reductions in the level of current settlement rates.

1w See, e.g., Telefonica del Pert Comments at 12 (noting that Peru's TCP of $0.16 is lower than that of
France at $0.175, Germany at $0.198, and Switzerland at $0.206).

178 See, e.g., France Telecom Comments at 11 (agreeing that TCP methodologK “could encourage some
countries to retain high domestic tariffs in order to justify a high benchmark"); Cable and Wireless
Comments, Attachment A at 5 ("use of individual country observations may lead to opportunistic
distortionsin tariff structures'); United Kingdom Comments at 2 (agrees that an averaging approach
cou]!]g )di minish the ability of an individual carrier to affect the level of its benchmark by setting inflated
tariffs).

e Telefénica de Esparia Comments at 56.
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put us in the position of determining whether another country's tariff policies are valid and
justified. We do not believe that would be an appropriate role for the Commission.

104. We believe, however, that averaging al individua country TCPsto calculate one
benchmark for al countries would ignore important differences among countries. Specifically, we
are concerned that calculating one benchmark that applies to al countries would
disproportionately affect lower income countries and would not adequately take into account the
difficulty many lower income countries will encounter in reducing settlement rates to a more cost-
based level. Aswe observed in the Notice, the TCPs are generally significantly higher in lower
income countries than in upper income countries. |If the TCPs of lower income countries were
averaged with those of higher income countries to establish one benchmark, the differential
between the new benchmark rate and current settlement rates would be much greater for lower
income countries than for higher income countries. Indeed, for many higher income countries,
there would be little difference between an average benchmark and current settlement rates.
Establishing separate benchmarks based on level of economic development would mitigate the
impact of averaging on lower income countries while still capturing some of the benefits of
averaging.’®

105. Many commenters urge the Commission to heed in particular the effect of
significant reductions in settlements revenues on telecommunications network development in
lower income countries trying to develop their infrastructure.’®* We agree with these commenters
that calculation and implementation of our benchmarks should take into account the impact on
lower income countries of moving to more cost-based settlement rates. As many commenters
note, investment in network infrastructure in lower income countries benefits not only the

180 The reason the TCPs are generally higher in lower income countries is that the inefficiencies embedded in
the underlying tariff data are generally more pronounced in lower income countries. Several commenters
argue that the costs of providing international termination service are higher in developing countries.

See, e.g.,, CANTO Comments a 3; Indonesia Reply at 2; TSTT Comments at 4 (economies of scale are
lower in developing countries; Telekom Malaysia Comments at 3 (costs are greater where networks have
not reached maturity); Pakistan Telecom Comments at 1 (economies of scale are lower in developing
countries and cost of equipment is higher because it is all imported); Telefonica del Perd Comments at 15
(incremental cost of terminating traffic in a country like Peru which isin process of updating poor
infrastructure is likely to be far higher than in industrialized nations); Sonatel Reply at 1 (costs incurred
in developing countries are two or more times higher than in industrialized countries). We are not
convinced that there are substantial differencesin costs based solely on a country's level of economic
development. Level of economic development may have an effect on certain costs, but that effect is not
always negative. For example, lower income countries generally have lower labor costs than higher
income countries but higher capital costs. The ITU also has expressed skepticism that the costs or
providing telecommunications service is higher in developing countries, noting that "an analysis of recent
data contradicts the theory about higher operating costs in developing countries.” Direction of Traffic:
Trends in International Telephone Tariffs, ITU/Telegeography (1996) at 13.

181 See, e.g., GT& T Reply at 13; CANTO Comments at 5; Cable and Wireless Comments at 10-15.
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economies of lower income countries, but also the economies of other countries.’® Poor network
development is an infrastructure bottleneck that constrains al levels of economic activity and
impedes the development of international commerce and trade.

106. Inthe Notice, we proposed to group countries by level of economic development,
using established World Bank and ITU categories based on GNP per capita, for purposes of
calculating and implementing our settlement rate benchmarks. Our purpose in using the World
Bank and ITU's classification scheme based on GNP per capitawas to provide a reasonable
indicator of a country's ability to transition to a more cost-based system of settlement rates
without undue disruption to its telecommunications network. We believe that the level of
development of a country's telecommunications network is an important indicator of that
country's ability to transition to a more cost-based system without undue disruption of its
network. Thisis because many carriers with poor telecommunications infrastructure state that
they rely on settlement revenues to finance that network development. Thus, arapid curtailment
of settlement revenues could have a negative impact on network development in countries with
poor telecommunications infrastructure. We also believe, however, that other socia indicators of
economic development are relevant to determining the impact of the benchmark settlement rates
on a county's telecommunications network. As some commenters point out, a negative impact on
acounty's overall economic welfare from implementation of the benchmark settlement rates can
create an indirect, but substantial, effect on a country's telecommunications network.'®

107. After reviewing the record, we continue to believe that the categories we proposed
in the Notice provide a reasonable basis for establishing and implementing settlement rate
benchmarks. The World Bank's classification of countries by GNP per capitais an objective,
internationally accepted measurement of countries level of economic development. While, as
some commenters point out, there are many other indicators of economic development level,
GNP per capita provides an objective and administrable basis for classifying countries. Moreover,
we believe that economic development level is generally a good indicator of the level of

182 See, e.g., CANTO Comments at 2-3 (noting the negative effect on U.S. consumers of policies that could
undermine network development in developing countries); ITJ Comments at 17 ("Clearly the use of
settlement payments to develop infrastructure and to increase penetration in lesser-devel oped
correspondent countries ultimately redounds to the benefit of not only their citizens but also of carriers
from developed countries."); Cable and Wireless Comments at 12-13; Pakistan Telecom Comments at 2;
Telefénica del Perd Comments at 4 (improvements in Peruvian telecommunications infrastructure have
directly benefitted U.S. consumers through, for example, an increase in call completion); United Kingdom
Comments at 2; Sonatel Reply at 1 (noting the importance of developing a network "which can meet the
international standards and thus can better support and serve the interests of international business,
United Nations offices, embassies, etc."); TSTT Comments at 5 ("benefits will redound to the USA" from
improvements in developing countries' telecommunications infrastructure).

188 See, e.g., TSTT Comments at 3 ("social and economic factors such as unemployment, income distribution
and poverty" are relevant indicators of the "level/extent of development of a country's telecommunications
infrastructure").
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development of a country's telecommunications network, and as such, provides areasonable
measure for determining a country's ability to transition to more cost-based settlement rates. As
the ITU has observed, "[t]here is generally a close relationship between the level of economic
development and telecommuni cations development."*#* In a study of 164 economies comparing
level of GDP per capita and teledensity, the ITU found the strength of this relationship to be
significant.'®®

108. Some commenters disagree with economic development as a basis for grouping
countries on the ground that GNP per capitais not an accurate indicator of the level of
development of a country's telecommunications infrastructure.’®® TSTT suggests that teledensity
would be a better basis for categorizing countries.™® For the most part, we disagree with these
commenters.® As noted above, there is generally a strong correlation between level of economic
development and telecommunications development. As such, we believe economic devel opment
provides a reasonable lowest common denominator for determining a country's ability to
transition to a more cost-based system of settlement rates without undue disruption to its
telecommunications network. Moreover, in providing transition periods, we are a'so concerned
about the effect of our benchmark settlement rates on a country's general economic welfare. GNP
per capita provides a more genera indicator of a country's level of economic development than
factors that focus solely on telecommunications infrastructure.

109. Some commenters argue that our proposal to group countries on the basis of
economic development level for purposes of calculating and implementing our settlement rate
benchmarks violates our MFN obligations under the WTO Basic Telecom Agreement.’® We
disagree with these commenters. MFN is essentially a nondiscrimination rule that requires each
WTO Member to treat like services and service suppliers from all other WTO Members

184 See Telecommunications Indicators for the Least Developed Countries, First Edition, 1995, ITU at 4
("ITU Telecommunications Indicators™).

18 Id. ThelTU found a correlation co-efficient of 0.85, where 1.0 would equal perfect correlation.

18 See, e.g., TSTT Comments at 3; France Telecom Comments at 14; Panama Comments at 22.

187 TSTT Comments at 3.

188 As discussed below, we agree that GNP per capita may not adequately reflect the level of
telecommunications network development, and consequently the ability to transition to more cost-based
settlement rates, in the poorest countries.

189 See, e.g., Japan Comments at 4; EU Comments at 4; GTE Comments at 33; KDD Comments at 25-26;
Telefénica de Espafia Reply at 13-14.

51



Federal Communications Commission FCC 97-280

similarly.** Our MFN obligation does not affect our ability to calculate and implement our

settlement rate benchmarks in a manner that recognizes legitimate differences among countries.
As discussed above, we group countries by economic development level to provide a reasonable
indicator of a country's ability to transition to a more cost-based system of settlement rates
without undue disruption to its telecommunications network. Moreover, calculating one
benchmark that appliesto all countries would disproportionately affect lower income countries.
Thisis because the TCPs are generdly significantly higher in lower income countries than in upper
income countries. Asaresult, if the TCPs of lower income countries were averaged with those of
higher income countries to establish one benchmark, the differential between the new benchmark
rate and current settlement rates would be much greater for lower income countries than for
higher income countries. Thus, carriers in lower income countries would be required to make
substantially greater reductions in settlement rates than in upper income countries.

110. We agree generally with commenters who argue that we should maintain separate
categories for upper middle and lower middle income countries, rather than combine the two
categories as we proposed in the Notice.®™ We proposed in the Notice to merge the two middie
income categories because our method of calculating benchmark rates results in benchmarks that
are amost identical for lower middle and upper middlie income countries. But as some
commenters point out, there are often substantial differencesin the level of network development
between countries at the high end of the upper middle income category and countries at the
bottom end of the lower middle income category.'*?> These differences are particularly significant
in determining a reasonable transition period for U.S. carriers to negotiate settlement rates within
the benchmarks.*** We will continue to merge the two middle income categories for purposes of
calculating a settlement rate benchmark, for the ssimple reason that our method of calculating the
benchmark results in a benchmark that is almost identical for the two categories. However, we
will maintain the separate categories for lower middlie and upper middle income countries that are
set forth in the World Bank and ITU's classification scheme for purposes of the transition periods
we adopt in Section 11.B.2. of this Order.

190 Article Il of the GATS requires WTO Member countries to accord "service and service suppliers of any
otﬂer Member treatment no less favorable than that it accords to like services and service suppliers of any
other country."

1o See, e.g., COMTELCA Comments at 2; Cable and Wireless Comments, Attachment A at 5; Tricom
Comments at 3.

192 See, e.g., GTE Comments at 18; Tricom Comments at 3; TSTT Comments at 3; see also AHCIET
Comments at 6 (proposal to treat al middle income countries the same disregards the approach stated in
the Accounting Rate Flexibility Order to adopt policies to reflect conditions in developing countries).

193 The transition periods we adopt for implementation of the benchmark settlement rates are discussed in
Section 11.B.2., supra.
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111. Asproposed in the Notice, we will base our benchmarks on the smple average of
the TCPsfor al countriesin each category. This resultsin benchmarks of:

upper income countries $0.15

upper-middle income countries | $0.19

|lower-middle income countries $0.19

lower income countries $0.23

112.  We will adopt our proposal in the Notice to revise and update our benchmarks
periodically as necessary. Aswe stated in the Notice, periodic revisions are necessary to avoid the
problem in the future of our benchmarks not keeping pace with cost reductions, and to encourage
further movement toward cost-based settlement rates.*** However, if aU.S. carrier has obtained
a commitment from a foreign correspondent to reduce its settlement rate to alevel at or below the
relevant benchmark within a specified timeframe, we will not require the U.S. carrier to achieve
further reductions if the relevant benchmark is revised within the timeframe specified by the U.S.
carrier and its foreign correspondent. Thiswill ensure that carriers that have committed to
achieving settlement rates within the benchmarks are not adversely affected by any revisionsto the
benchmarks.

113.  We sought comment in the Notice on whether it would be appropriate to forbear
from applying our settlement rate benchmarks where there is effective competition for
international services on aroute and where substantial progress has been made toward achieving
rates that represent the incremental cost of terminating international service.’*® Several
commenters argue that such forbearance would be appropriate. The European Union agrees with
the Commission's statement in the Notice that the most effective way to ensure settlement rates
are at cost-based levelsis through the development of competitive markets for IMTS. The
European Union thus argues that our benchmarks should not be applied to liberalized markets.
TNZL argues that there is no need to adopt benchmarks for routes where there is effective

196

o Notice at § 28. Deutsche Telekom urges us to revise the settlement rate benchmarks in the future to
reflect tariff changes. Deutsche Telekom Comments at 9-10.

% Notice at 69.

1% European Union Reply at 2; see also ASETA Comments at 2 (settlement rate negotiations must be

conducted "under the principles of free competition™).
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competition in the international services market.**” The United Kingdom also urges that
benchmarks not be applied on competitive routes. It states that benchmarks could act as an
"upward target for rates in such markets."'® ABS-CBN states that where non-dominant carriers
exist at both ends of aroute, the Commission should first rely on commercial negotiations, not
regulations, to achieve cost-based rates.’*® Americatel and Entel-Chile request that we forbear
from applying our benchmarks to the U.S.-Chile route because, they argue, competition in the
Chilean long distance and international markets is already vigorous.?® 1DC contends that the
"urgency" of our benchmarks proposals is lessened considerably in many upper income countries
such as Japan where, it states, settlement rates have been declining steadily.”*

114. We continue to believe, as we stated in the Notice, that the best way to achieve
cost-based rates is through effective competition. However, we conclude that we should not
forbear from applying our settlement rate benchmarks on any route, including routes where
competition has been introduced. While we expect, and experience has shown, that settlement
rates on routes where there is effective competition will move toward cost-based levels, it will
take time for vigorous competition to create efficient pricing. We thus believe that we cannot rely
entirely on the development of competitive markets to reduce settlement rates to more cost-based
levelsin atimely manner. Also, as Japan notes, the standards for determining where effective
competition exists and when substantial progress has been made in negotiating cost-based
settlement rates could be difficult to establish objectively.?®> Moreover, we are concerned that a
policy which would create an exemption based on the existence of competition in the destination
market from our requirement that U.S. carriers negotiate settlement rates within our benchmarks
may not be consistent with our MFN obligations under the GATS. %

7 TNZL Comments at 5; see also Telefénicade EsEaﬁa Comments at 67-69 (the Commission should not
apply benchmarks to countries which satisfy the ECO test).

198 United Kingdom Comments at 2.

1% ABS-CBN Comments at 1-2. ABS-CBN also argues that our benchmark settlement rate policy will

exgand our international settlements policy ("ISP") on many routes where it should be relaxed. ABS-CBN
submits that where a non-dominant U.S. carrier is corresponding with a non-dominant foreign carrier,
regulatory forbearance will best serve the public interest. ABS-CBN Commentsat 2. We agree that in
many cases involving non-dominant carriers, our ISP may not be necessary. The rules governing flexible
settlement arrangements that deviate from the ISP are set forth in our Accounting Rate Flexibility Order.

200 Entel-Chile Comments at 1-2; Americatel Comments at 1-2.
a1 IDC Comments at 13.
2 Japan Reply at 3.

208 See Section 11.C.3, supra. Some commenters also raise this concern. See, e.g., GTE Comments at 31-32.
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115.  We note, however, that in markets where there is fully developed competition,
settlement rates will likely be below the benchmarks we adopt in this Order. Thus, whether the
settlement rate benchmarks should be implemented on those routes would be a moot question.
As apractical matter, the benchmarks we adopt here will only affect those markets where
competition has not been introduced or has not yet fully developed. We anticipate that with the
increasing market liberaization that will result from implementation of countries commitments
made in the WTO Basic Telecom Agreement, our benchmarks policy will have minimal impact on
most WTO Member countries. We disagree with the United Kingdom that, in competitive
markets, our benchmark settlement rates will serve as upward targets. We expect that
competition will force rates to competitive levels, which would clearly be below the level of the
benchmarks. In addition, in competitive markets, we expect to see much greater reliance on
alternatives to settlement rates as permitted under our Accounting Rate Flexibility Order. These
aternatives will help encourage termination rates to drop even closer to costs than the
benchmarks we set today.

116. Americatel and Entel-Chile seek confirmation that alternative settlement
arrangements approved by the Commission pursuant to the policies adopted in the Accounting
Rate Flexibility Order are not subject to the benchmarks.®* ABS-CBN raises arelated issue,
arguing that our benchmarks policy is inconsistent with our flexibility policy.”®> We disagree that
there is an inconsistency between our benchmarks policy and our flexibility policy. Our flexibility
policy establishes a more flexible regulatory framework that permits carriers to take their
international traffic off the traditional settlement system where effective competitive conditions
permit and to negotiate alternatives for terminating international calls that do not comply with the
Commission's ISP. The focus of our ISP is on preventing foreign carriers from discriminating
among U.S. carriers.®® By contrast, the goal of our benchmarks policy isto reduce settlement
rates where market forces have not led to more cost-based settlement rates. To the extent we
may in the future need to consider the application of the two policiesin individua circumstances,
we will examine those situations at the time they arise, on a case-by-case basis.”’

204 Americatel Comments at 2; Entel-Chile Comments at 2.
25 ABS-CBN Supplemental Comments at 6-7.

206 The ISP requires (1) the equal division of accounting rates; (2) nondiscriminatory treatment of U.S.
carriers; and (3) proportionate return of inbound traffic. See Implementation and Scope of the
International Settlements Policy for Parallel Routes, CC Docket No. 85-204, Report and Order, 51 Fed.
Reg. 4736 (Feb. 7, 1986) (ISP Order), modified in part on recon., 2 FCC Red 1118 (1987) (ISP
Reconsideration), further recon., 3 FCC Rcd 1614 (1988). See also Regulation of International
Accounting Rates, 6 FCC Rcd 3552 (1991), on recon., 7 FCC Rcd 8049 (1992).

207 We note that in its comments TNZL seeks a modification of the approval process for alternative

arrangements pursuant to the Accounting Rate Flexibility Order. Thisissueis not properly raised in this
proceeding, however. It isan untimely request for reconsideration of the Accounting Rate Flexibility
Order. We therefore will not address the merits of TNZL's argument here.
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117. KDD notes that under our benchmark proposal, carriers providing service from the
United States would have the same benchmark settlement rate as their foreign correspondents,
despite the fact that foreign correspondents’ benchmarks will vary according to the level of
economic development of the country in which the correspondent is located. It concludes that
carriers providing service from the United States will therefore be charging their foreign
correspondents above-cost rates.?® CANTO states that Commission acknowledgement that there
may be a cost disparity between carriers providing service from the United States and their
correspondents in developing countries demonstrates that the symmetrical division of the
accounting rate deprives foreign carriers of settlement revenues to which they are entitled under
cost-oriented accounting arrangements.?® Other commenters similarly note that a system of
symmetrical settlement ratesis inconsistent with our goal of achieving cost-based settlement
rates.’® We agree that in a system where settlement rates are truly cost-based, rates will not be
symmetric in all cases. As commenters point out, costs may vary among some countries, although
we believe that the variation is minimal in most cases. However, as we have noted, we lack the
cost data to determine whether, and to what extent, costs vary from one end of a call to the other.
The crux of these commenters objections is that the Commission should reconsider the 50/50
division of accounting rates required by the ISP. We continue to believe that, in most cases, our
ISP is necessary to prevent the "whipsawing" of U.S. carriers by dominant foreign carriers.

118. Wedeclineto adopt AT& T and MCl's proposed alternative approaches to
calculating benchmarks. AT& T's proposes to set the upper end of each country's benchmark
range at the lower of either that country's TCP or the average of TCPs for countries in the same
income category, and MCI proposes to set country-specific benchmarks equal to the lower of a
country's TCP or atarget rate twenty percent above the mean for all countries in the same
economic development category. We believe these proposals are inconsistent with the principle
of usng averages. We use an average to mitigate the effect of tariff inefficiencies by averaging
the most inefficient tariffs with those that are lessinefficient. AT& T and MCl's proposals are
essentially attempts to guarantee lower settlement rate benchmarks by ignoring the effect of
averaging for countries with relatively lower TCPs. We believe that their proposals are
theoretically inconsistent with our approach and we decline to adopt them.

208 KDD Comments at 16-18; see also ITIReply at 1 (concurring with KDD's argument); European Union
Reply at 2 (urging the Commission to reconsider the symmetrical division of accounting rates); Cable and
Wireless Comments at 21; VSNL Comments at 6.

9 CANTO Comments at 3; see also COMTELCA Comments at 15 (in light of the fact that developing
countries costs are higher, it may be appropriate to implement a system of aé?/m_metric settlements); India
Reply at 2 (arguing that accounting rates should be split unequally with developing countries).

210 VSNL Comments at 6; Telstra Comments at 6; Korea RPOAs Comments at 3-4; GTE Comments at 9;
Japan Comments at 4; Portugal Comments at 3-4; GTE Comments at 9; Telstra Comments at 6.
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119. Wedisagree with TNZL and Telefénica de Espafia that we should adopt country-
specific benchmarks. They urge us to adopt country-specific benchmarks because, they contend,
each country's TCP is a closer proxy for costs than an average. However, the TCPs themselves
are not aproxy for costs. Rather, they are based on what we believe is the best available
information for assessing the reasonableness of settlement rates in the absence of cost information.
Moreover, as discussed above, we believe that averaging is appropriate to mitigate the impact of
tariff inefficiencies on our benchmark calculations and to eliminate the incentive of carriersto
attempt to influence the level of the benchmark rate that applies to their country by raising tariff
prices.

120. In summary, we categorize countries by their level of economic development, as
defined by GNP per capita, and adopt a separate settlement rate benchmark for each category.
The benchmark for each category is calculated using the average of the TCPs for al countries for
which we have data in each category. The country categories and their corresponding benchmark
are: $0.15 per minute for high income countries (GNP per capita of $8,956 or more); $0.19 per
minute for upper-middle income countries (GNP per capita of $2,896-$8,955); $0.19 per minute
for lower-middle income countries (GNP per capita of $726-$2,895); and $0.23 for lower income
countries (GNP per capita of less than $726).

3. Safeguard in Cases of Market Distortion
a. The Notice

121. We proposed in the Notice to establish a separate benchmark range for each
economic development category. We proposed to base the upper end of the ranges on the TCP
methodology and for each category, to use an estimate of the incremental cost of terminating
international traffic for the lower end of the range. We proposed to use an estimate of the
incrementa cost for the lower end of the range because it is our goa ultimately to achieve
settlement rates that are more closely cost-based than are current settlement rates. We
recognized, however, that we do not have sufficient data at this time to calculate a precise
estimate of incremental cost. We therefore proposed to use an estimate provided by AT&T of its
"average network cost”" for termination of inbound international calls as the starting point to
derive a preliminary estimate of incremental cost.?* We also encouraged both U.S. and foreign
carriers to submit incremental cost data.

122. AT&T provided an estimate of $0.075 per minute for the costs of the international
half-channel, gateway switching, domestic interexchange carrier distribution, and local

A Letter from R. Gerard Salemme, Vice President - Government Affairs, AT&T to Donald Gips, Chief,
International Bureau, Federal Communications Commission, December 16, 1996 ("AT&T December 16
Ex Parte").
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distribution. To get closer to an estimate of incremental cost, we removed the common costs that
we could identify and quantify in AT&T's estimate of average network costs -- the common costs
included in the access charges. Removing the access charges from AT& T's $0.075 estimate
resultsin an estimate of $0.06 for the incremental cost of terminating international traffic.?? We
noted that while our estimate is based on the costs of a U.S. carrier, the incremental cost in
foreign countriesis not likely to vary from our estimate by more than afew cents and likely does
not exceed $0.09 per minute.

b. Positions of the Parties

123. Commenters express different views on whether the Commission should use an
estimate of TSLRIC for the lower end of the benchmark ranges. Several commenters agree with
the Commission that it is appropriate to use an estimate of the TSLRIC of terminating
international traffic for the lower end of the benchmark ranges because that is the level to which
rates would tend in a competitive market. Frontier agrees with the Commission that "pricing
based upon incrementa costs is economically efficient and, in a competitive environment, rates
would tend to move toward incremental costs."*** WorldCom notes that "economists generally
agree that a forward-looking, incremental costing standard is the best reflection of the actual cost
of terminating telecommunications traffic.?* AT&T fully agrees that reducing settlement rates to
a TSLRIC-based leve "should be the Commission's overall policy objective.” AT&T states that
TSLRIC pricing is necessary to encourage efficiency and to prevent competitive distortions in the
U.S. IMTS market.*®

124. Those who disagree with the Commission's proposal generally object to the
Commission's conclusion that TSLRIC is the appropriate measure of costs for establishing cost-
based settlement rates. However, some commenters aso object specificaly to the Commission's
estimate of TSLRIC.

a2 We noted this estimate is greater than incremental cost because it includes some contributions to the
common costs of AT& T's network that we cannot identify on the basis of the data provided by AT&T.

23 Frontier Comments at 2-3; see also NTIA Reply at 4-5 ("In a competitive market, settlement rates would
naturally move closer to incremental cost"); Alexis de Tocqueville Institute Reply at 5 (in evaluating
actual cost data provided by foreign carriers, Commission should "bear in mind the rates that obtain in
truly cc;mpetitive markets as the best proxies for actual incremental cost plus a market-based rate of
return”).

214 WorldCom Comments at 6 (noting that five former Chief Economists of the United States Department of
Justice, Antitrust Division, support forward-looking costing of local interconnection rates).

a5 AT&T Comments at 21.
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125. Many commenters that object to the application of a TSLRIC methodology to
determine cost-based settlement rates do so on the grounds that the methodology has not been
accepted by all countries. These commenters object to what they see as an attempt by the
Commission to impose the TSLRIC methodology on other countries.® GTE and Telmex
disagree with the economic theory upon which the TSLRIC methodology is based. They oppose
the use of a TSLRIC methodology for setting any rates, including settlement rates.*’

126. Some commenters disagree not only with the use of a TSLRIC costing
methodology to determine cost-based settlement rates generaly, but also with the Commission's
estimate in the Notice of the TSLRIC of terminating international traffic. For the most part, these
commenters argue that the Commission's reliance on AT& T's estimate of its average network cost
to calculate a TSLRIC estimate is inappropriate because other carriers costs are likely to differ
from AT& T's.® Some commenters cite to our recent Access Charge Reform Order and
Universal Service Order as confirmation that the Commission lacks a reliable methodology for
estimating the TSLRIC of providing internationa termination service.

127. AT&T, on the other hand, contends that its average cost data provide a
reasonable, and in fact, generous estimate for all carriers of the TSLRIC of providing international
termination service. Thisis because, according to AT&T, there are no materia differences
between the costs of U.S. and foreign carriers for the termination of international calls?® AT&T

216 See, e.g., Chunghwa Telecom Comments at 2; France Telecom Comments at 11; KDD Comments at 12;
Philippines Comments at 29-30; Singapore Telecom Comments at 8; Japan Reply at 1.

a7 GTE Reply at 26; Telmex, Indetec Statement at 9; see also COMTELCA Comments at 14.

28 Deutsche Telekom Comments at 10; see also HKTI Comments at 28 (AT& T estimates "should be
considered with the greatest skepticism™); GTE Reply at 25 (AT&T cost data is not a proper measure of
other carriers costs and "is a particularly poor proxy for the costs faced by operators in developing
countries"); Japan Reply at 2-3 (use of AT&T data inappropriate because AT& T economies of scale far
exceed any other carrier in the world); CANTO Comments at 3 (the difference in costs for foreign carriers
"isfar greater than the FCC's estimate of $0.3/minute"); GT&T Reply at 11-12 (carriers in developin
countries have higher coststhan AT& T); France Telecom Comments at 12; KDD Comments at 13-1
(Commission lacks data necessary to implement TSLRIC methodology); Singapore Telecom Comments at
8 (data necessary to implement TSLRIC methodology do not exist); Telintar Comments at 10 ("AT&T's
esti ma_t&l o; its domestic cost structure plainly has no relevance to the costs incurred by carriersin other
countries").

29 See KDD June 5 Ex Parte at 6; Telefdnica de Espafia and Telefdnica Larga Distancia de Puerto Rico
July 30 Ex Parte at 2-3.

20 AT&T Comments at 29. AT&T states that for the international transmission component of providing
termination service, both U.S. and foreign carriers general I%/ acquire undersea cable capacity under similar
consortium cable szstem agreements and satellite capacity from independent satellite providers. For the
international switching component, switching equipment is purchased by both U.S. and foreign carriers
from the same equipment providers in a competitive, global market. 1d.
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argues that to the extent cost differences do exist, they should result in foreign carriers having
lower costs than U.S. carriers.”

C. Discussion

128. We have stated many times that the most effective way to ensure that consumers
pay economically efficient, cost-based rates is through the devel opment of effectively competitive
markets.?? We therefore believe that where markets are not effectively competitive, and we must
seek through regulation to ensure that rates are reasonable, we should attempt to the greatest
extent possible to duplicate prices that exist in competitive markets. Our goal in this proceeding
thus is to establish settlement rate benchmarks that reflect rates that would prevail if the
originating and terminating markets for international services were competitive.

129. We bdlieve settlement rates in markets where there is effective competition would
tend to the level of total service long run incremental costs, or TSLRIC.??® In dynamic,
competitive markets, firms take action based not on embedded costs, but on the relationship
between market-determined prices and forward-looking costs. If market prices exceed forward-
looking economic costs, new competitors will enter the market and prices will be driven toward a
forward-looking incremental cost level. For services such as international termination services
that share some joint and common costs, incremental costs would include a reasonable
contribution to forward-looking joint and common costs. Because rates in competitive markets
will tend towards the level of forward-looking incremental costs plus a reasonable contribution to
joint and common costs, we conclude that an incremental costing methodology is the appropriate
basis for determining cost-based settlement rates.

130. We agree, however, with commenters who contend that we do not have the
incremental cost data or a costing methodology necessary to calculate a precise estimate of
carriers incrementa cost of terminating international traffic. We noted this lack of datain the
Notice. It was for that reason we proposed to use the TCP methodology to calculate the top end

2 Id. at 28. AT&T states that foreign carriers satellite transmission costs may be significantly lower than
U.S. satellite transmission costs because foreign carriers may purchase directly from Intelsat, while U.S.
carriers are required to use Comsat as an intermediary. AT&T further states that vertically integrated
foreign carriers that own and operate national networks may experience lower costs for domestic transport
and termination than U.S. interexchange companies that must pay access chargesto LECs. 1d. at 29-30.

22 See, e.g., Notice at 1 20; Access Charge Reform Order at 1 263 ("Competitive markets are superior
mechanisms for protecting consumers by ensuring that goods and services are provided to consumersin
the most efficient manner possible and at prices that reflect the cost of production”). See also Coalition
for Hemispheric Competitiveness Comments at 7 (competition in local and international communications
services is the best method to provide reasonably priced, cost-based telecommunications services).

23 Theterm TSLRIC is defined in more detail in Section I1.A, supra.
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of the benchmark ranges. We nonetheless proposed to use an estimate of the incremental cost of
terminating international traffic for the lower end of the benchmarks because it is our goal
ultimately to achieve settlement rates at an incremental cost level. We calculated a " preliminary
estimate of incremental cost" using data supplied by AT& T as a starting point. In making this
preliminary estimate, we sought to generate comments and incremental cost data that would
enable us to calculate a more accurate estimate of incremental costs. However, we received no
comments that help us with thistask.?* AT&T argues that its average cost data provide a
reasonable estimate for all carriers of the TSLRIC of providing international termination service,
but it submitted no evidence in its comments on what TSLRIC prices would be.

131. We aso agree with commenters that argue we should not adopt aTSLRIC
estimate based solely on the data supplied by AT&T. While there is no evidence on the record to
show that AT&T's costs differ from other carriers, as some commenters assert,” we agree that
we need more information before we can adopt a TSLRIC estimate. We therefore decline at this
time to adopt a TSLRIC estimate for the low end of the benchmark range. Instead, we will adopt
one benchmark rate for each economic development category. This benchmark rate will be based,
as discussed in Section I1.A, on the TCP methodology.

132. Instead of establishing settlement rate benchmark ranges with the low end based
on an estimate of the TSLRIC of providing international termination services, as proposed in the
Notice, we will adopt a rate that we will enforce as a safeguard when we detect distortion in the
U.S. market for IMTS. Asdiscussed in the Notice, and in Section 11.C. of this Order, above-cost
settlement rates create certain distortions in the U.S. market for IMTS. However, if settlement
rates are at cost-based levels, carriers will not have the ability to engage in market distorting
behavior. We thus adopt a "best practice" rate that is closer to a cost-based level than our
settlement rate benchmarks that we can apply to prevent market distorting behavior. Thisrate
will be applied only to the extent carriers seek authorization to provide facilities-based service
from the United States to affiliated markets and to provide private line resale service, as discussed
in Sec. 11.C., infra. In those cases, the rate will be enforced only if the Commission detects
market distortion on the route or routes in question.

133. Because we do not have data to establish an accurate cost-based rate, we will use
amarket-based rate as a substitute. Rates in competitive markets would tend to an incremental
cost level. We thus look to competitive markets to find a rate that can be applied in cases of
market distortion in lieu of aTSLRIC estimate. Asthe Alexis de Tocqueville Ingtitution states,
rates that exist "in truly competitive markets [are] the best proxies for actual incremental cost plus

24 We encouraged both U.S. and foreign carriers to submit incremental cost data, but received none. Notice

at 9 50.

25 See, e.g., Deutsche Telekom Comments at 10; France Telecom Comments at 12.
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amarket-based rate of return."** We adopt a"best practice” rate that is based on the lowest,
commercially viable, settlement rate paid today by U.S. carriersto an overseas carrier from a
competitive market. We will revisit this rate in the future, as market conditions warrant. We
recognize that there could be instances where this rate does not accurately reflect a carrier's costs
of providing international termination service. We will therefore consider, on a case-by-case
basis, other factors that may influence the level of the best practices rate as applied to individual
carriers. However, the best practice rate we adopt here, as revised in the future, will be a
presumptive rate that will apply in cases of market distortion until evidence is presented that other
factors should be taken into consideration.

134. Asthefirst step in choosing the current best practices rate, we identify the lowest
settlement rate that U.S. carriers pay on average for traffic to any country. The lowest settlement
rate that U.S. carriers currently pay on average is with Sweden, at 0.06 SDR ($0.08).%" The next
step in choosing the rate is to determine whether the rate is commercially viable. We conclude
that it is. Thisrate has been in effect since March 1996 and during that time, Sweden has
experienced sustainable, vibrant, procompetitive development of its telecommunications industry.
We have previoudy found that Sweden offers effective competitive opportunities ("ECQO") for
U.S. carriers to offer facilities-based switched and private line services. In making this
determination, we found that there are no legal restrictions on competitive entry in Sweden and
that the actual conditions, including the terms and conditions of interconnection, competitive
safeguards, and the regulatory framework, are conducive to entry.?® We also noted the actual
entry of multiple facilities-based international carriers into the Swedish market.”® The vibrant

26 Alexis de Tocqueville Institution Reply at 5. The Coalition for Hemispheric Competitiveness urges us to
look exclusively to pricing which exists in competitive markets to set benchmarks, rather than using the
TCP methodology. Coalition for Hemispheric Competitiveness Comments at 8.

= We note that U.S. carriers have a growth-based rate of 0.15 SDR and 0.1 SDR (this translates into a
settlement rate of $0.105 and $0.07) with British Telecom for service to the United Kingdom. While the
rate is structured so that al U.S. carriers currently pay the $0.07 rate, we do not believe 1t is appropriate to
choose only the lower rate in a growth-based rate structure for our best practice rate. We also note that
TeleNordia and MCI have reached an agreement for a $0.06 settlement rate. However, that agreement
has not yet gone into effect, so there is no evidence that it is a commercialy viable rate.

28 TeliaNorth America, Inc., Application for Authority Pursuant to Section 214 of the Communications Act
of 1934, as amended, to Acquire and Operate Facilities to Provide International Services Between the
United States and Sweden, Order, Authorization and Certificate, I-T-C-96-545, DA 97-511 (International
Bur., rel. March 11, 1997) ("Telia NA Order").

= Id. at 23. See also "Modern Telecommunications for Everybody: Green Paper on arevised Swedish
telecommunications regulation,” Ministry of Transport and Communications (Aug. 15, 1996) at 13-14
(discussing competitive trends in the Swedish market for international services). The Swedish National
Post and Telecom Agency does not distinguish between facilities-based and resellers in licensing and does
not publish alist of the facilities-based operators providing service in Sweden. TeliaNA, however,
estimates that there are eleven facilities-based operators in Sweden that either own their own facilities or
lease facilities. See Telia NA Order at n. 21.
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procompetitive development of the Swedish telecommunications sectors indicates that its
settlement rate with the United States is economically feasible and sustainable. We thus adopt
U.S. carriers' current settlement rate with Sweden, $0.08 cents, as our "best practice” rate to be
applied in cases of competitive distortion.

135. We emphasize that the "best practice" rate we adopt in this Order will apply only
in cases of competitive distortion. We also emphasize that we will consider other factors that may
make application of the best practice rate inappropriate for a particular carrier. Finadly, we
reiterate that, as with our benchmark rates, at such time as we find it necessary to require a carrier
or carriersto comply with this rate, any affected carrier that believes such a requirement would
prove unjustified may follow the procedures discussed in Section 11.A.2 of this Order to request
an individualized settlement rate determination.

B. Implementation of Benchmarks

136. We are committed to achieving as soon as possible settlement rates that are at or
below the benchmarks we adopt in this Order. However, we are also cognizant of the adjustment
problems arapid transition to more cost-based settlement rates could cause for U.S. carriers
foreign correspondents. These problems are particularly pronounced for carriersin lower income
countries. We therefore adopt atransition schedule for U.S. carriers to negotiate settlement rates
within the benchmarks that takes into account the level of economic development of the country
in which aforeign carrier islocated. We aso adopt additional measures to ensure a smooth
transition from current settlement rates to our benchmarks for those foreign carriers facing the
most severe adjustment problems. We discuss these transition measures and the schedule we
adopt below in Section 111.B.2.

1. Impact of Benchmark Settlement Rates on Developing Countries
a. The Notice

137. Inthe Notice, we acknowledged the argument of some that substantially above-
cost settlement rates may be justified because they are used to subsidize network development in
lower income countries. We noted, however, that settlement rate reductions would not
necessarily result in asignificant loss of revenues for foreign carriers, even those with very high
settlement rates. Thisis because, we stated, bringing settlement rates closer to costs will, in the
long run, lead to lower calling prices. Lower calling prices, in turn, will stimulate traffic flows.
We also noted that the growing capabilities and incentives to bypass the traditiona accounting
rate system mean that settlement revenues no longer provide secure financing for investment in
telecommunications infrastructure. We concluded that open and competitive markets that
welcome private capital offer amore reliable and sustainable means to finance infrastructure
development than the traditional monopoly-based accounting rate system.
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b. Positions of the Parties

138. Many developing countries and their carriers express concern that our settlement
rate benchmarks will eliminate an important source of revenue for devel oping countries
telecommunications markets.?® These commenters argue that in many developing countries,
settlements revenues are used to fund universal service programs and network infrastructure
development. For example, the Government of St. Vincent and the Grenadines states that our
benchmarks will "effectively cripple" telecommunications network development in its country.?
Similarly, Telekom Malaysia states that the benchmarks will have "dire economic ramifications'
for developing countries.”? Panama states that it relies on revenues from international operations
to attract investors for modernization and development of its telecommunications infrastructure.”
Telmex similarly argues that a precipitous drop in settlement rates could undermine the
procompetitive results that its regulator has achieved to date.®* CANTO notes that settlement
revenues are used as collateral to obtain access to capital and argues that as a result, reduced
settlement revenues will have a negative impact on the ability of carriersin developing countries
to obtain capital for network development.”® Some commenters assert an entitlement to maintain
excessive settlement rates to fund universal service requirements and network buildout.?® For

=0 See, e.g., India Reply at 2; Pakistan Tel. Reply at 3; Saint Vincent and the Grenadines Comments at 1;
Latvia Comments at 1; Suriname Comments at 1.

=t Government of St. Vincent and the Grenadines Comments at 1. See also CANTO Comments at 4 (loss of
s?nlflcant settlement revenues "would have a substantial, adverse impact” on telecommunications
infrastructures in Caribbean countries).

2 Telekom Malaysia Comments at 3.

=3 Panama Comments at 26. See also Philippines Comments at 24; CARICOM Reply at 1 (a stream of
income, premised on existing settlement rates, was factored into many member country's decisions to
modernize their networks).

24 Telmex Comments at 12; see also CANTO Comments at 5 (settlement rate benchmarks would have a
detrimental impact on privatization and infrastructure development plans that ar ae5)rem|sed upon gradual
settlement rate reductions). Although classified as an upper income country, Israel also argues that
E):enchmark setil %ment rates could harm the competitive process underway in that country. See Israel

omments at 1-3.

25 CANTO Comments at 4; see also Poland Comments at 1 (positive settlements balance is used as a base
for obtaining credit for telecommunications development); Sri Lanka Telecom Comments at 1 (equipment
purchases have been financed under agreements committing future settlement revenues for payments);
COMTELCA Comments at 12.

%6 See, e.9., GT& T Reply at 12-16; Telintar Comments at 9; Telmex Comments, Indetec Statement at 8;
CANTO Comments a 5; Indonesia Reply at 2; Solomon islands Comments at 2; Telecom Vanuatu
Comments at 2.
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example, GT& T asserts that "foreign countries are entitled to support universal service through
settlement revenues."%’

139. MCI, however, states that there is no evidence in the record that above-cost
settlement rates result in any increase in infrastructure development or connectivity to the
international telecommunications network.?® The European Union expresses concern about the
potential impact of the benchmark settlement rates on developing countries, noting that some
countries "have traditionally seen settlements in-payments as a form of foreign aid."** However,
it notes that as aform of aid, settlement payments are not transparent and do not permit
accountability. The European Union suggests the World Bank's adjustment program may be a
useful form of assistance as settlements revenues decrease.**

140. AT&T also argues that the settlement rates paid by U.S. carriersto their foreign
correspondents should not include any universal service subsidies. AT& T assertsthat U.S.
carriers should pay only the cost of international termination, not "the cost incurred by foreign
carriers to use the domestic network for purely domestic services, or for international calling
between the foreign carrier and a country other than the United States."*** Brazil notes that all
countries have subsidized network development and many still do. It statesthat in light of this
fact, it isimportant to identify the level of subsidy and then work to reduce it to a "fair" level .%*

141. Some commenters disagree with our statement in the Notice that "reductionsin the
price of internationa telephone service would significantly stimulate traffic flows, thereby
increasing revenues for U.S. and foreign carriers."?*® Telefonica del Perti and COMTELCA argue
that elasticities of demand do not remain constant across al cultures and levels of economic
development. They contend that the demand for telecommunications services has significantly

=1 GT&T Reply at 12. See also Solomon Islands Comments at 2 ("we as the Government of the Solomon
Islands have alegitimate right to impose a large proportion of the cost of the social telecommunications
olicy objectives on the international sector"); CANTO Comments at 5; India Reply at 2; Cable and
ireless Comments at 12.

z8 MCI Reply at 4.
29 European Union Reply at 3.
240 Id.

241 AT&T Reply at 35 (citing Regulation of International Accounting Rates, Phase |1, Order on
Reconsideration, 11 FCC Rcd. 6332, 6335 (1996)).

22 Brazil Reply at 2.

243 See Notice at  10.
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less price elagticity in developing countries than it does in industrialized countries. As aresult,
they argue that carriers in developing countries will not see enough of a revenue increase from
traffic stimulation to offset the loss they believe they will incur from reductions in settlement
rates.®*

C. Discussion

142. We agree with commenters that the transition to more cost-based settlement rates
will be difficult for countries and carriers that currently rely on excessive settlement rates to
generate revenues. We disagree, however, that this difficulty should be avoided by allowing U.S.
carriers to maintain the status quo in the international accounting rate system. Asdiscussed in
Section I, supra, the global telecommunications market is changing in ways that cannot
accommodate the outmoded, monopoly-based, accounting rate system.?*

143.  We acknowledge the concerns of many commenters that settlement revenues are
necessary to fund network development and universal service requirements. However, we also
recognize that settlement revenues are no longer a stable source of funding for network
infrastructure development as a result of changes in the global telecommunications market. Thus,
to the extent that settlement payments have been used for telecommunications infrastructure
development, alternative funding mechanisms, from both public and private sources, must be
identified.

144. Because of the changing nature of the international telecommunications market,
we believe that open and competitive markets that welcome private capital offer amore reliable
and sustainable means to finance infrastructure development than the traditional accounting rate
system. There iswidespread agreement on this principle. For example, ITU Secretary-General
Tarjanne has stated that "[t]here is now overwhelming evidence from developing and developed
economies alike to support the contention that competition and private enterprise, tempered by
regulation, provide the best recipe for telecommunications development. Procompetitive policies
and market mechanisms should be favoured wherever feasible."?* Moreover, there is ample

x4 COMTELCA Comments at 11-12; Telefonicadel Perd Comments at 11-12. See also HKTI Comments at
16-17 (even if it were true that international services are price elastic in the U.S. market, it does not
necessarily follow that international services are similarly elastic in foreign markets where other factors,
including demographics and disposable income, come into play).

25 AsITU Secretary-General Tarjanne recently stated, "[t]hereis clear danger that the existing accounting
rate system could collapse, or simply be by-passed, if there is no orderly transition to new systems.”
Tarjanne May 27 Speech at 2.

26 Dr. Pekka Tarjanne, Consultation Document on Accounting Rate Reform, Temporary Document 3-E,

ITU-T Study Group 3, Geneva, November 11-15, 1996. See also Alexis de Tocqueville Institution Reply
at 2 ("Thereis ample evidence that the single-carrier model of telecommunications service is obsolete and
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evidence that allowing additional carriersto compete with an incumbent carrier leads to greater
network penetration. For example, arecent study of the implications of competition on universal
service and employment shows an increase in network and service availability with the
introduction of competition.?*” That study notes that in China, after the announcement of the
entry of asecond carrier in 1993, network growth skyrocketed to 58.9 percent in one year and the
waiting period for new wireline connections dropped for both business and residential customers
by as much as 50 percent.?*® In the Philippines, the announcement of competition in 1993 led to a
1,530 percent increase in the annua installation of main lines.?®

145. We aso recognize, as the European Union suggests, that there are other public
sources of funding and technical assistance to which countries may turn. The World Bank, for
example, has indicated a willingness to strengthen its existing assistance mechanisms. Specifically,
the World Bank has stated that it would be prepared to provide assistance at the following three
levels within the framework of its Country Assistance Strategy discussion with national
governments. (1) advice and assistance in handling the transition to economically rational
settlement rates, financed either directly through technical assistance loans or grants, or through
the World Bank's infoDev Program®?’; (2) assistance in offsetting the macro-economic costs of
trangition in those countries hardest hit, as part of the World Bank's regular macro adjustment
programs; and (3) assistance with network development through loans and guarantees, within the
framework of the World Bank's current telecommunications sector policies which promote private
investment.?*

that competition-based systems offer the widest array of services at the lowest cost to the broadest possible
segment of the public.”).

241 Ben A. Petrazzini, "Competition in Telecoms - Implications for Universal Service and Employment,”
Public Policy For The Private Sector, Note No. 96 (World Bank 1996).

28 Id. at 2.

249 |d

0 The infoDev Program is managed by the World Bank and funded by outside donors. The program is

designed to help developing countries benefit from innovations in information technologies and fully
participate in the global information society. The program shares worldwide experience with, and
disseminates best practices to, governments and key decision makers on the economic and social
development potential of communications and information technologies; facilitates contact between
relevant parties (governments, non-gr?vernmental organizations, private sector, and individuals); and
channels policy advice and other technical assistance to governments on privatization, private entry and
competition in the communications and information sectors, and on improving the policy, regulatory and
business environment for investment.

=t See Informal Expert Group Report at 7.
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146.  Other multilateral lending agencies such as the Inter-American Devel opment Bank
and organizations such as the ITU aso have programs to provide governments that make a
commitment to competition with technical assistance on critical issues such as the establishment
of independent regulatory agencies, interconnection policies, tariff rebalancing, and universal
service policies®®* These public sector sources of revenue and assistance provide an important
mechanism for easing the transition away from the current international accounting rate system
toward a system where prices are more closely related to costs.

147. Panamaand Mexico concur with the need for competitive reforms and both
countries have embarked on steps to introduce competition in their telecommunications markets.
They argue, however, that our benchmarks could impede the further development of competition
in their markets by restricting an important source of revenue for new entrants.®* ABS-CBN also
argues that "the status quo should be maintained until competitive telecommunication carriersin
the Philippines are more firmly established."®* Bolivia requests the Commission to take into
account its needs as it introduces competition.”> We recognize, as these commenters urge, that
the adjustments necessary for the successful introduction of competition cannot be made
overnight. Especialy difficult isthe process of rebalancing rates so that services are priced in
accordance with the underlying costs of providing them. For these reasons, we think it is
appropriate to adopt a transition period for U.S. carriers to negotiate settlement rates at or below
the benchmarks.?*®

148. We disagree with commenters who argue foreign carriers are entitled to require
that universal service requirements be financed disproportionately through settlement revenues.
As discussed above in response to commenters claims that the TCP methodology should be
adjusted to include an additional universal service component,®’ we believe that universal service
subsidies must be nondiscriminatory and transparent. Moreover, the Reference Paper on

»2 We note that a significant advantage of the World Bank and other funding programsiis that they ensure
the funding is used for specifically stated objectives, i.e., infrastructure development. Despite the
assertions by many commenters, there is no guarantee that settlement revenues are used for network

development.
%3 Panama Comments at 26; Mexico Comments at 9-12; see also Poland Comments at 2.
4 ABS-CBN Comments at 8; see also ABS-CBN Reply at 3-4 (competing carriers receive a small portion of

settlement revenues and a reduction would only impair their ability to compete). PTI also requests that
the Commission forbear from applying the settlement rate benchmarks on routes where competition is
being introduced, such as the U.S.-Portugal route. PTI Comments at 9-10.

%5 Bolivia Comments at 1-2.
26 We discuss the transition periods we adopt in Section 11.B.2., infra.

=1 See Section I1.A, supra.
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Procompetitive Regulatory Principles negotiated as part of the WTO Basic Telecom Agreement
states that universal service obligations must be "administered in a transparent, non-discriminatory
and competitively neutral manner." Hidden subsidies such as those contained in settlement rates
and subsidies borne disproportionately by one service, or in the case of settlement rates, by
consumers from net payer countries, are not consistent with these principles and cannot be
sustained in a competitive global market. We aso disagree with those commenters that compare
the hidden subsidies in settlement rates to domestic universal service policiesin the United States,
which rely on explicit and transparent funding mechanisms.®® Universa serviceinthe U.S.
market is based on and uses end user telecommunications revenues in the United States, not
settlements revenues paid by foreign carriers.

149. Thereisno doubt that reform of the international accounting rate system will
require many carriers, especialy those in developing countries, to make painful adjustments.
However, we believe that the effect of lower settlement rates will be at least partialy, if not fully,
offset by growth in the market for international services. The current system of inflated
accounting rates artificially restricts growth in the global IMTS market. As settlement rates are
decreased, international calling prices should decrease. In turn, reduced calling prices for
international telephone service should significantly stimulate traffic flows. Thiswould provide
increased revenues from two sources: collection revenues from outgoing calls and settlements
revenues from incoming calls.®* We disagree with commenters that express doubt that demand
for international servicesin developing countriesis price elastic. Asthe United Kingdom states,
while it may be difficult to calculate reliably the price elasticity of international traffic, itis"clear
that such elasticity is present in the market."*®* |n fact, there is evidence from both industrialized
and developing countries that calling volumes would increase with reductions in IMTS collection
rates. In Chile, for example, prices for international calls declined by about 30% after competition
was introduced in 1994 and demand grew in one year from about 70 million minutes to 140

%0 Cable and Wireless Comments at 12. See also Solomon Islands Comments at 2 (asserting that it has "a
similar right" to cross-subsidize network development as the United States, the United Kingdom, and
other industrialized countries). GT&T similarly states that the "FCC isin no position to criticize foreign
countries who may wish to impose a heavier universal service obligation upon international traffic when
the FCC itself imposed more burdensome universal service obligations upon international traffic than
upon intrastate and local traffic.” GT&T Reply at 15-16. GT& T isreferring in particular to the access
charges paid by interexchange carriers.

1 As explained in the Informal Experts Group Report, any revenue shortfall from accounting rate reform "is
mainly atransitional problem. Any potential loss in settlement payments should, over time, be replaced
by increased local revenue generation, as national tariffs move toward more efficient levels, as new
customers are added, as new services and ways of pricing are developed, and as steps are taken to increase
the efficiency of the network.” Informal Experts Group Report at 5-6.

%2 United Kingdom Comments at 3.
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million minutes.?®® On the Chile-U.S. route alone, traffic from Chile to the United States
increased from 17.3 million minutesin 1993 to 45.6 million minutes in 1995.%* Telefénicade
Espaiia notes that arecent 43 percent reduction in international rates in Argentina has resulted in
"more calls being placed to the United States."**

150. All playersin the global telecommunications market must work together to ensure
a smooth transition from the current accounting rate system to a system in which prices are more
closely related to costs. Carriers and countries that currently rely on above-cost settlement rates
do not deny that reform of the accounting rate system is necessary. At the same time, we cannot
deny that reform will require difficult adjustments in many countries, especialy lower income
countries. We therefore adopt policies that take into account the impact of our settlement rate
benchmarks on other countries. We believe that such policies are appropriate and are consistent
with our statutory authority. As many commenters point out,?® it isin the public interest to take
measures to ensure that the networks of U.S. carriers foreign correspondents are not unduly
disrupted by the implementation of our benchmark settlement rates.

151. To address the adjustment concerns articulated in the record by many developing
countries, we take into account the impact on developing countries of moving to a more cost-
based system in calculating and implementing our settlement rate benchmarks. Asdiscussed in
Section I1.A.2., supra, one of the ways in which we take into account the impact of our
benchmarks on lower income countries is by establishing separate benchmarks based on countries
level of economic development. Asdiscussed in the next section of this Order, we also adopt a
transition schedule for U.S. carriers to negotiate settlement rates at or below the benchmarks we
adopt here. This schedule will provide additional time for countries and carriers to make the
adjustments necessary to transition to a more cost-based system of settlement rates.

2. Transition to Benchmarks

a. The Notice

%3 U.S. Dep't of State, Response to the Secretary-General's Consultative Document on Accounting Rate
Reform, ITU Telecommunication Standardization Sector Study Group 3, COM 3-15, at 4 (Mar. 1997).

4 See 1993 Section 43.61 International Telecommunications Data and 1995 Section 43.61 International
Telecommunications Data, Industry Analysis Division, Common Carrier Bureau, Federa
Communications Commission.

%5 Telefénica de Espafia Reply at 41.

26 See, e.g., CANTO Comments at 3 (noting the negative effect on U.S. consumers of policies that could
undermine network development in developing countries).
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152. Inthe Notice, we proposed a transition schedule for U.S. carriers to negotiate
settlement rates within the benchmarks. We proposed a transition schedule based on countries
level of economic development because we believe that a U.S. carrier's ability to negotiate a
charge that complies with our benchmarks without undue disruption of its or its foreign
correspondent's operations diminishes as the level of economic development decreases. We
noted, for example, that carriersin many developing countries have significantly distorted rate
schedules involving cross-subsidies from users of international services to those using domestic
services and that many of these carriers a'so may have substandard telecommunications
infrastructure. We concluded that an immediate shift to cost-oriented settlement rates could
create adjustment problems for carriers in these countries while they are trying to rebalance rates
and upgrade their network. We further noted that implementation of the benchmarks will require
greater reductions in current settlement rates for devel oping countries than for upper income
countries.

153. We proposed atransition schedule that will enable U.S. carriersto achieve rates at
or below the benchmarks with all foreign carriersin afour to five year period. Specificaly, we
proposed to require that U.S. carriers settlement rates with foreign carriers from high income
countries be at or below our benchmarks within one year of the effective date of our order in this
proceeding; for upper middlie income and lower middle income countries, within two years; and
for low income countries, within four years. Alternatively, we requested comment on whether the
transition schedule for upper, middle, and lower income countries should be two, three, and five
years, respectively, or whether the transition schedule for lower middle income countries should
be three years and for upper middle income countries, two years.

154.  We aso sought comment on whether we should provide an additional period of
transition in negotiations with foreign carriers for which annual reductions in the spread between
their current settlement rate and their benchmark will exceed a certain percentage, such as twenty-
five percent. Alternatively, we sought comment on whether we should provide additional
transition time for negotiations with foreign carriers for which transition to the relevant
benchmark would entail aloss of greater than a certain percentage of their annua revenue.

155. Findly, we sought comment on whether U.S. carriers should be asked to make
reasonable progress in negotiating settlement rates at or below the benchmarks throughout the
transition periods. We noted, for example, that carriers could be asked to negotiate a certain
percentage reduction annually of the spread between current settlement rates and the relevant
benchmark.

b. Positions of the Parties

156. Commenters generally support the Commission's proposed approach of providing
atransition schedule based on countries' level of economic development, but they disagree on
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what the duration of the transitions should be.?®” MCI and Sprint both agree with the
Commission's proposed transition schedules, athough MCI urges the Commission to adopt the
shortest of the proposed transition periods.?® The Alexis de Tocqueville Institution states that the
Commission's proposals allow "time for countries to plan and adjust" and give "ample opportunity
for countries to accelerate the introduction of competition to their markets."*® Sprint states that
awaiver from compliance with the schedule should be allowed where extraordinary hardship is
shown.

157. AT&T, Codlition of Service Industries, and WorldCom argue that the proposed
transition periods aretoo long. AT&T urges the Commission to require that U.S. carriers
negotiate rates within the benchmarks with carriers in upper income countries by June 1, 1998,
with carriers in middle income countries by January 1, 1999, and with carriers in lower income
countries by January 1, 2000.2° WorldCom supports a transition schedule of 18 months for
upper income countries, two years for upper middle income countries, 30 months for lower
middle income countries, and three years for lower income countries.?* Codlition of Service
Industries argues that the benchmark settlement rates should be implemented by January 1, 1998
for upper income countries and by January 1, 2000 for middle and low income countries.?”? Both
WorldCom and AT& T oppose any exceptions to the transition schedules such as providing longer
transition periods for negotiations with foreign carriers most severely affected by the
benchmarks.?”

158.  On the other hand, several commenters contend that the proposed transition
periods are unrealistic for devel oping countries and should be lengthened for lower and middle

»1 Singapore Telecom, however, states that settlement rate reform cannot work fairly unless implemented in
a reasonable and nondiscriminatory fashion for all countries according to the same timetable. Singapore
Telecom Comments at 3.

%8 MCI Comments at 6.

%9 Alexis de Tocqueville Institution Reply at 3; see also Frontier Comments at 4 (arguing that afour to five
year transition period for developing countries is reasonable).

21 AT&T Comments at 19.

m WorldCom Comments at 10-11.
2 Codlition of Service Industries Comments at 3.
s WorldCom Comments at 12 (Commission "must adhere to a black line deadline, and not adopt any

exceptions that will al but swallow the ruleitself); AT& T Comments at 20 (only exceptions from
transition periods should be for "temporary emergencies” such as war, famine or natural disasters).
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income countries.”* GTE argues that for aimost all developing countries, the transition periods

must be longer than the proposed 2 to 4 years. It further argues that, at a minimum, the transition
period for middle income countries should be four years.*”® Tricom argues that the transition
period for lower middle income countries should be at least 4 to 5 years. COMTELCA argues for
even longer transition periods, 7 to 10 years.*”® France Telecom argues that some flexibility
should be retained to allow longer transition periods where "reasonably necessary."?”” CANTO
and GTE contend that transition periods should be tailored to individual countries needs. GTE
suggests that the gap between current settlement rates and a country's benchmark could be the
basis for establishing transition periods, while CANTO argues that a country's transition should
not end before a rate rebalancing plan has been enacted and completed.?”® GTE also contends
that countries committed to lowering accounting rates and rebalancing tariffs should be given a
longer transition period.””® Telefonica de Espafia also argues that the transition periods must be
tied to rate rebalancing.? It further states that if the transition periods are not adjusted in this
manner, the Commission should double the transition schedule for upper income countries and
even further lengthen the transition schedule for other countries.®" |srael argues that the
transition periods can be unreasonable for upper income countries, depending on their economic
Situation.®?

159. Several commenters urge the Commission to require U.S. carriers to negotiate
proportionate annual reductions in settlement rates during the transition periods.?®®* Sprint states
that a4 to 5 year transition for low income countries would be too long unless the Commission

2 See, e.g., Cable and Wireless Comments at 14; GTE Comments at 15-22; TSTT Comments at 3;
COMTELCA Comments at 15; Telefénica de Espafia Comments at 63-65.

n GTE Comments at 15-16, 18.
21 COMTELCA Comments at 15.
an France Telecom Comments at 13.

8 CANTO Comments at 6. COMTELCA agrees with this proposal and states that AT& T's suggestion to
shorten the transition periods "should be rejected out of hand." COMTELCA Reply at 19.

o GTE Comments at 21-22.

20 Telefénica de Esparia Comments at 40-48. See also India RepaB/ at 2; Telefénicadel Peril Comments at 15
(transition periods should take into account progress being made in rate rebalancing).

1 Id. at 65.
%2 Israel Comments at 1.
23 AT&T Comments at 20; MCl Comments at 7; Sprint Comments at 17; WorldCom Comments at 8.
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requires U.S. carriers to negotiate proportionate annual reductions during the transition period.?®*
WorldCom states that the Commission should consider mandating a"glide path” for negotiations
with any country eligible for atransition period of two or more years.®® KDD, on the other hand,
urges the Commission to reject a glidepath approach because "it would be inherently arbitrary as
well as a nightmare for the FCC and carriers to monitor and administer."?%

160. MCI, WorldCom, and AT& T oppose providing an additional transition period for
negotiations with foreign carriers for which annual reductions in the spread between their current
settlement rate and their benchmark will exceed a certain percentage. AT& T notes that the
beneficiaries of any such measure would be the carriers that have been most resistant to reducing
their accounting rates to comply with Commission and ITU policies.?®” WorldCom similarly notes
that additional transition time would benefit carriers that maintain the highest rates.®® MCI,
however, states that a waiver should be available if a U.S. carrier can show that the carrier with
whom it is corresponding would be subject to extraordinary hardship due to the benchmark
settlement rates.?®

C. Discussion

161. The substantial discussion in the record about the potentia negative impact of our
settlement rate benchmarks on lower income countries supports the need for a transition schedule
for implementation of the benchmarks.*® Nonetheless, we remain committed to achieving
settlement rates within the benchmarks as soon as feasible without forcing undue disruption of
both U.S. and foreign carriers operations. Therefore, we adopt transition periods and other
adjustment mechanisms that balance these competing concerns of providing time for carriers to
make adjustments and expeditiousdy reducing rates to a more cost-based level.

162. We adopt atransition schedule that is based primarily on the categorization of
countries we use to calculate our settlement rate benchmarks, the World Bank and ITU's GNP per

24 Sprint Comments at 17.

% WorldCom Comments at 11.
25 KDD Reply at 25.

= AT&T Comments at 20.

%8 WorldCom Comments at 12.
9 MCI Comments at 7.

20 See generally Rural Telephone Coalition v. FCC, 838 F.2d at 1314-15.
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capita classifications. Asdiscussed in Section 11.A.2, supra, we believe this classification scheme
provides a reasonable basis for determining a country's ability to transition to a more cost-based
system of settlement rates without undue disruption to its telecommuni cations network.

163. We agree with commenters who argue that basing our transition periods solely on
the World Bank and ITU's GNP per capita categories may not provide sufficient consideration of
the adjustment problems that the poorest countries will encounter.?* In most of the poorest
countries, telecommunications infrastructure is severely underdeveloped. We agree with
commenters that the transition to a more cost-based system could be most severe for those
countries with very low levels of telecommunications network development. We therefore
establish a separate category for the "least telecommunications developed” countries for purposes
of transitioning to our settlement rate benchmarks.?*?

164. We base this additional category on countries level of teledensity as measured by
lines per one hundred inhabitants, rather than GNP per capita. We believe that GNP per capitais
generally an accurate indicator of a country's level of telecommunications network development.
However, GNP per capita may not adequately reflect the level of telecommunications network
development for the least developed countries. The ITU has also observed that the generally
strong correlation between level of economic development, as measured by GNP per capita, and
telecommuni cations development, as measured by level of teledensity, is substantially weaker
among the poorest countries.?® For this reason, we will consider countries level of teledensity, as
suggested by some commenters,®* for purposes of determining which countries are the "least
telecommunications developed.” We will include countries with ateledensity of less than onein
this "least telecommunications developed” category. Asthe ITU has noted, alevel of teledensity
less than one is generally a strong indication that a country's telecommunications infrastructure is
severely underdevel oped.*®

165. Wewill require U.S. carriers to negotiate settlement rates with their foreign
correspondents in accordance with the following schedule:

21 TSTT Comments at 3; Panama Comments at 22.

22 See Appendix C. We note that countries that fall into this category for the transition schedule also appear
in one of the four economic devel o;ﬁment categories based on income per capitafor purposes of
establishing the relevant benchmark.

8 The ITU plotted the relationship between GDP per capita and teledensity for the 48 "L east Devel oped
Countries" as recognized by the United Nations General Assembly, and found a correlation coefficient of
0.5. ITU Telecommunications Indicators at 4.

20 See, e.g., TSTT Comments at 3; France Telecom Comments at 14.

25 ITU Telecommunications Indicators at 4.
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carriersin upper income countries 1 year from implementation of this Order®®
carriers in upper-middle income countries 2 years from implementation of this Order
carriers in lower-middle income countries 3 years from implementation of this Order
carriersin lower income countries 4 years from implementation of this Order
carriers in countries with teledensity 5 years from implementation of this Order
lessthan 1

166. AT&T, Coadlition of Service Industries, and WorldCom urge the Commission to
adopt shorter transition periods than those proposed in the Notice -- AT& T and Coalition of
Service Industries for all countries and WorldCom for lower income countries. We are sensitive
to the concerns raised by these commenters that the transition periods proposed in the Notice are
too long. We also would like to see settlement rates within the benchmarks as soon as possible.
In fact, we fully expect that for many countries, market forces unleashed by the WTO Basic
Telecom Agreement will bring settlement rates within the benchmarks before the end of the
transitions periods we adopt here. U.S. carriers aready have settlement rates at or below the
benchmarks with severa countries, including the United Kingdom, Sweden, and Canada.
However, for many countries, we do not believe it is feasible to expect U.S. carriers to negotiate
rates within the benchmarks in a shorter time frame than the transition periods proposed in the
Notice. Asthe record demonstrates, a rapid shift to more cost-based rates could create
adjustment problems for carriersin countries with significantly distorted rate schedules.®’ A
rapid shift to more cost-based rates could also have a short-term impact on telecommunications
network development in those limited cases where settlement revenues are a major source of
funding for network development. We note that it isin the best interest of U.S. carriers and
consumers to avoid undue disruption of foreign carriers operations.®® A well developed global
telecommunications network provides the telecommunications infrastructure necessary to support
international commerce and trade.

167. GTE and Tricom urge the Commission to adopt longer transition periods -- GTE
for middle income countries and Tricom for lower middle income countries. Other commenters

2% The effective date of this Order is January 1, 1998.

21 See, e.g., GTE Comments at 21-22; Telefonica de Espafia Comments at 65; Telefénicadel Perd
Comments at 15.

8 See CANTO Comments at 2-3 (noting that the benchmark settlement rates could undermine the
Commission's statutory mandate to make available a rapid and efficient worl dwide communications
service with adequate facilities by negatively affecting the ability of carriersin developing countries to
maintain and expand their networks).
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express concern that the transition periods proposed in the Notice are unrealistic for developing
countries. We have lengthened the transition periods for lower middle income countries and
those with teledensity less than one in response to the concernsin the record. We believe that the
schedule we adopt here, with additional transition time for lower middle income countries and
countries with teledensity less than one, provides a reasonabl e balance between the need to
achieve settlement rates that are more cost-based as soon as feasible and the need to ensure that
accounting rate reform does not unduly disrupt both U.S. and foreign carriers operations.

168. Cable and Wireless and GTE argue that the transition periods are unrealistic and
do not take into account the experience to date of countries introducing competition, including
the United States. Cable and Wireless cites the examples of the United States where, it states, the
introduction of competition took 15 years, the United Kingdom, which had a similar timeframe,
and the European Union, with timeframes of 12-17 years.®*® We recognize that the transition to
competition takes time and requires difficult adjustments. However, the transition periods we
adopt here are not intended to be schedules for implementation of competition in other countries.
Rather, they are intended to provide some time for carriersin al countries, even those that have
not introduced competition, to make the adjustments necessary to transition to a more cost-based
system of accounting rates.

169. GTE suggests that the gap between current settlement rates and a country's
benchmark could be the basis for establishing transition periods.*® We disagree. Such a policy
would be unfair and tend to favor carriers with the highest settlement rates. GTE further
contends that countries committed to lowering settlement rates and rebalancing tariffs should be
given alonger transition period. Telefonica de Espafia aso urges us to tie the transition periods
to rate rebalancing. Telefonica de Espafia goes on to argue that, if we do not tie transition
schedules to the rebalancing of tariffs, we should double the transition schedule for upper income
countries and even further lengthen the transition schedule for other countries. The transition
periods we adopt, however, are intended to address the concern of GTE and Telefonicade
Espaiia by balancing the need for providing carriers time to make adjustments with the need for
reducing rates expeditiously to a more cost-based level.

170. Telefonicade Espafia, Telefénica Larga Distancia de Puerto Rico, and KDD argue
that the transition periods are inconsistent with the five year transition period in our Access
Charge Reform Order for independent local exchange carriers to reduce their interstate access

29 Cable and Wireless Comments at 14. GTE similarly cites the experience of the United Statesin
introducing competition. GTE Comments at 16.

300 GTE Comments at 18.
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rates to reflect forward-looking costs.** KDD further states that the Commission should adopt a
trangition period of at least five years beginning from the effective date of the WTO Basic
Telecom Agreement.®? We do not find our decision with regard to transition periods here
inconsistent with our Access Charge Reform Order. In the Access Charge Reform Order we
provided for afive year transition period to give competition in the local market sufficient time to
develop. In this proceeding, however, the transition periods for settlement rate benchmarks have
adifferent intent -- to ease the transition to a more cost-based system of settlement rates where
competitive forces cannot achieve this goal. As discussed throughout this Order, we believe that
we cannot rely on the market in all instances to reduce settlement rates to more cost-based levels.
Moreover, we note that the transition schedule we adopt today provides additional time to reach
more cost-based accounting rates after the end of the transition set forth in ITU Recommendation
D.140, which had called for more cost-based rates by this year.

171. GT&T citesour Universal Service Order in arguing that the proposed transition
periods are inconsistent with the Commission's domestic policy. Specifically, GT&T cites to our
decision not to require U.S. incumbent local exchange carriers serving rural and/or insular
environments to calculate their costs based upon forward-looking economic costs for a period of
at least three years. It states that this decision "repudiates [our] proposal to require foreign
carriers serving rura and/or insular countries to comply with FCC-prescribed settlement rates
subject to a one- to four-year transition period."**® We are not, however, basing our benchmarks
on a TSLRIC methodology. Rather, the benchmarks are calculated using the TCP methodology,
which, as shown in Section I1.A.1. of this Order, results in benchmarks that are substantially
above any reasonable measure of incremental costs.

172. We agree with commenters who contend that a schedule of annual percentage
reductions is necessary to ensure that progress is made in negotiating settlement rates within the
benchmarks. As these commenters note, annual percentage reductions would avoid a situation
where U.S. carriers are unable to negotiate settlement rate reductions until the end of the
applicable transition period.** This situation would delay any benefits from the settlement rate
benchmarks until several years from the effective date of thisOrder. We therefore expect U.S.
carriers to negotiate proportional annual reductions in settlement rates. Under this schedule of
reductions, U.S. carriers should negotiate twenty percent reductions annually of the spread

sot Telefonica de Espafia and Telefonica Larga Distancia de Puerto Rico July 30 Ex Parte at 3; KDD June 5
Ex Parte at 3.

302 KDD June 5 Ex Parte at 3.
308 GT&T June 18 Ex Parte at 4.

804 See, e.g., WorldCom Comments at 11.
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between a carrier's current settlement rates and the relevant benchmark for carriers with afive
year transition period. For carriers with afour year transition period, the difference should be
reduced by 25 percent annually; for carriers with a three year transition period, the difference
should be reduced by thirty-three percent annually; and for carriers with atwo year transition
period, the difference should be reduced by fifty percent per year.

173.  Wewill not, however, mandate that U.S. carriers meet these annual reduction
targets. We believe such arequirement would place unnecessary restrictions on the ability of U.S.
carriers to negotiate settlement rate arrangements with their foreign correspondents that take into
account the needs of both parties and, as KDD notes, would be difficult to administer and
monitor. U.S. carriers should retain some flexibility in their negotiations during the transition
period. For example, if aU.S. carrier negotiates an accounting rate agreement that would achieve
a settlement rate within the relevant benchmark by the end of the transition period, we would be
less concerned about whether progress is made in negotiating annual reductions. We emphasize,
however, that we may take enforcement action if aU.S. carrier is unable to make any progressin
negotiating settlement rate reductions during the transition periods and settlement rates remain
well in excess of our benchmarks.

174. Inaddition to the transition schedules, we will consider providing additional
transition time for negotiations with foreign carriers in countries for which annual reductionsin
settlement rates, according to our transition schedule, would entail aloss of greater than 20
percent of the country's annual telecommunications revenue.®® In considering the need for
additional transition time, we will assume U.S. carriers negotiate proportionate annual reductions
in the difference between the current settlement rate and the applicable benchmark rate. Thus, for
example, if aU.S. carrier is negotiating with a carrier in a country with afour year transition
period, we will look at whether a reduction of 25 percent of the difference between the current
settlement rate and the applicable benchmark will entail aloss of greater than 20 percent of the
country's annual telecommunications revenue. A U.S. carrier providing service to a country that
meets this standard may file a request with the International Bureau seeking a waiver of the
applicable transition period. Allowing additional transition time for countries that meet this
standard will prevent countries facing significant declines in their telecommunications revenues as
aresult of our benchmarks from experiencing undue disruptions in their networks.

175. We proposed in the Notice to provide additiona flexibility in implementation of the
benchmarks beyond our transition periods for U.S. carriers and their correspondents in developing
countries that have demonstrated an actual commitment to fostering entry and promoting

308 We sought comment on this proposal in the Notice at { 67.
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competitive market environments.**® We stated that such additional flexibility would serve two
purposes. it would recognize the challenges to devel oping countries posed by the introduction of
cost-based rates and encourage the development of competitive markets necessary to achieve
cost-based settlement rates. Telefénica de Espafia agrees with this proposal, arguing that we
should not apply benchmarks to devel oping countries that have set a date certain for introducing
competition.*®” AT&T, on the other hand, opposes this proposal, arguing that the proposed
transition periods already take into account the needs of developing countries by providing those
countries higher benchmarks and longer transition periods.*® WorldCom also opposes this
proposal, arguing that it is inherently contradictory. It states that if aroute is competitive,
settlement rates will drop below the benchmarks, and if aroute is not competitive, the settlement
rate benchmarks are necessary .3®

176. Weagreewith AT&T that our transition periods adequately take into account the
challenges faced by developing countries in moving to more cost-based rates, especialy given the
longer transition periods we adopt here for lower-middle income countries and countries with
teledensity lower than one. The transition periods are intended to provide carriers an opportunity
to make necessary adjustments, such as rate rebalancing, to move to a more cost-based settlement
system. These same adjustments are required to implement competitive reforms successfully. We
also note that the WTO Basic Telecom Agreement significantly advances our goa of encouraging
the development of competitive markets.*® Moreover, we are concerned that a policy which
would create an exemption based on market conditions in the destination market from our
requirement that U.S. carriers negotiate settlement rates within our benchmarks may not be
consistent with our MFN obligations under the GATS.*"  We thus decline to adopt our proposal
in the Notice to permit additional flexibility in the application of our benchmarks beyond the
trangition periods for U.S. carriers serving developing countries that have committed to
introducing competitive reforms.

306 Notice at  70.
so7 Telefénica de Esparia Comments at 70-72.
308

AT&T Comments at 18-19. Some commenters urge us to take into account the concerns of countries
introducing competition in implementing our benchmarks. See, e.g., Panama Comments at 26; Mexico
Comments at 9-12; Poland Comments at 2; PTI Comments at 9-10; Israel Comments at 1-3. Taiwan
suggests that we adopt transition schedules based on liberalization schedules committed to by WTO
Member countries. Taiwan Comments at 2.

309 WorldCom Comments at 13.
810 See, e.g., Foreign Participation Notice at 1 30.

su See Section 11.C.3, infra.
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3. Enforcement of Benchmarks
a. The Notice

177. We stated in the Notice that we would consider taking enforcement measures to
ensure that U.S. carriers make adequate progress in negotiating settlement rates at or below the
benchmarks.®? We proposed, as an initial measure, to identify foreign carriers that are reluctant
to engage in meaningful progress toward negotiating settlement rates at or below the relevant
benchmark and to convey to the responsible government authorities our concern about continued
high settlement rates and the lack of meaningful progress, and to seek their support in lowering
settlement rates.3

178. We aso proposed stronger steps that we would consider in those cases where a
foreign carrier failsto respond to a U.S. carrier's efforts to achieve settlement rate progress. We
emphasized that in each case our actions would apply to U.S. carriers within our jurisdiction, not
to their foreign correspondents. Specifically, we sought comment on the following measures: (i)
directing U.S. carriers to negotiate settlement rate agreements that provide for a fixed expiration
date until aforeign carrier agrees to a reasonable schedule of reductions aimed at reaching the
benchmark level; (i) directing U.S. carriersto settle at arate that is no higher than the transition
rate goals until aforeign carrier agrees to a reasonable schedule of reductions aimed at reaching
the benchmark level; (iii) directing U.S. carriersto settle at or below the benchmark rate and to
continue paying at that rate until we determine that meaningful progressin the form of accounting
rate reductionsis being made; and (iv) directing U.S. carriers to pay a settlement rate no higher
than the benchmark rate.®*

b. Positions of the Parties

179. Several commenters urge us to adopt clear and effective mechanisms to achieve
the benchmark settlement rates® AT& T argues that only through active enforcement can we
obtain compliance with the benchmarks adopted in this Order.3®* MCI states that if aU.S. carrier
makes a showing that it has been unable to reach an agreement that meets the relevant benchmark

2 Notice at 11 87-90.

a3 Id. at 1 87-88.

a4 Id. at 1 89.

815 See, e.9., CSl Reply at 4; SDN Reply at 1.

316 AT&T Comments at 31; see also WorldCom Comments at 13.
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within areasonable time frame, a U.S. carrier could request us to use our statutory authority to
facilitate compliance with this Order.®"” Frontier asserts that we can, and should, utilize each of
the enforcement options proposed in the Notice asindividua circumstances dictate.

180. AT&T recommends that we establish a"complaint” process with expedited
procedures, including atime frame for our decision.®® AT& T argues that we should require such
filings to show "only that the foreign carrier has not complied with the applicable benchmark rate,
or has not made the necessary interim step toward that rate during the transition period."**°* Upon
such ashowing, AT& T contends that we should prescribe the settlement rate to be paid to that
foreign carrier by al U.S. carriers.*® Both WorldCom and AT& T argue that the remedy we
order should be a prescription of rates, rather than agreements to schedules of reductions or
determinations of adequate progress.®*

181. A number of commenters oppose the enforcement of our settlement rate
benchmarks.®? Indonesia argues that we should use benchmarks only, if at all, as"guidelines for
U.S. carriers astheir initial offered-rates to negotiate with their corresponding relations, subject to
bilateral agreements between the partiesinvolved."**® KDD contends that we cannot adopt an
enforcement procedure because Section 208 of the Act, which governs complaints, applies only to
acts or omissions of a"common carrier subject to thisAct." KDD asserts that because aforeign
carrier would not qualify as a"common carrier subject to this Act” it cannot be subject to a

w7 MCI Reply at 8.

318 AT&T Commentsat 33. AT&T proposes a procedure that requires comments to be filed on a complaint
within 28 days from the date of the public notice. AT& T requests 10 additional days for the complaining
U.S. carrier to file reply comments. WorldCom argues that we should issue an order responding to a
complaint no later than three months after the filing of the complaint. WorldCom Comments at 13.

a1 AT&T Reply at 17.
= Id. at 18.

s AT&T Reply at 18; WorldCom Comments at 14 (citing AT& T Corp., MCl Telecommunications Corp.,
Sprint and LDDS WorldCom Petitions for Waiver of the International Settlements Policy to Change the
Accounting Rate for Switched V oice Service with Peru, Order and Authorization, 11 FCC Rcd. 12107
(1996); AT&T Corp. and MCI Telecommunications Corp., Petition for Waiver of the International
Settlements Policy to Change the Accounting Rate for Switched V oice Service with Bolivia, Order and
Authorization, 11 FCC Rcd. 13799 (1996)).

82 See, e.g., Indonesia Repleg at 2; SBC Comments at 6; ASETA Comments at 2; Deutsche Telekom
Comments at 11; Korea RPOAs Comments at 2, 4; European Union Reply at 1-2, New T& T Comments at
3.

3 Indonesia Reply at 2.
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Section 208 complaint.** SBC argues that our enforcement proposals will likely prove harmful to
relationships between U.S. international carriers and their foreign correspondents. SBC argues
that "directing U.S. carriers to take certain actions -- some of which are likely to appear hostile
from the foreign carriers perspectives -- . . . would potentially undermine the ability of U.S.
carriers to continue negotiations and to develop creative, potentially beneficial solutionsto any
international accounting disputes."** France Telecom expresses concern that the proposed
enforcement measures could have a " chilling effect” on multilateral discussions of accounting rate
reform.3?®

182. ACC assertsthat if we decide to adopt our benchmarks proposals, we must protect
smaller carriers from foreign carriers reprisals so that the larger U.S. carriers are not the only
beneficiaries of our action.®" Justice Technology also expresses concern about a potential
backlash against new international carriers as aresult of our benchmark settlement rates.3® TRA
argues that we should not require "small to mid-sized" carriersto abrogate an existing operating
agreement in order to protect them from retaliation by foreign carriers.®® TRA states that, while
adoption of our benchmarks proposals may "serve a broad public policy purpose, the global
benefits will be lost on small to mid-sized carriers whose businesses are lost or damaged during
the process."** For enforcement to be effective, though, AT& T argues that our exercise of
prescription authority must apply to all U.S. facilities-based carriers.®!

183. We aso note that in our Accounting Rate Flexibility Proceeding, AT&T
suggested that carriers would be assisted in their accounting rate negotiations if we required all
accounting rate agreements to have annual expiration dates. Severa parties -- including MCl,
WorldCom and TRA -- opposed AT& T's proposal of time-bounded rate agreements, arguing that

324 KDD Reply at 24.

2 SBC Comments at 6; see also Lattelekom Comments at 2 (requiring U.S. carriers to breach contracts will
undermine U.S. carriers credibility and ultimately prove counterproductive).

26 France Telecom Comments at 14.

827 ACC Comments at 9.

28 Justice Technology Comments at 2-3.
9 TRA Comments at 6.

330 Id. at 7.

%L AT&T Reply at 18.
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it would harm small carriers or could be disruptive to carrier negotiations. We stated that we
would consider that issue in this Order.

184. Some commenters have raised the issue of time-bounded agreementsin their
comments filed in this proceeding. To protect "small to mid-sized" carriers from foreign carrier
retaliation, TRA argues that we should not require such carriers to enter only into short-term
settlement rate agreements.®*? WorldCom also opposes our proposal to require U.S. carriers to
negotiate settlement rate agreements that provide for afixed expiration date until aforeign carrier
agrees to areasonable schedule of reductions. WorldCom contends that certain foreign
administrations would be unwilling to renew such operating agreements with all but the one or
two largest U.S. carriers.®

C. Discussion

185. Because we have found that settlement rates above the relevant benchmarks after
the relevant transition period will not produce just and reasonable rates, we will take appropriate
enforcement measures as may be necessary to ensure that U.S. carriers satisfy our benchmark
requirements. Asan initial measure, we will identify foreign carriers that are reluctant to engage
in meaningful progress toward negotiating settlement rates at or below the relevant benchmark.
We will convey to the responsible government authorities our concern about continued high
settlement rates and the lack of meaningful progress, and seek their support in lowering settlement
rates. In our contacts with the responsible government authorities, we will emphasize the need
for cooperation in achieving the goal of cost-based rates, enlist their active support in achieving
that goal, cite relevant ITU recommendations such as Recommendation D.140, and suggest
further discussions that may be necessary.

186. When aforeign correspondent failsto respond to a U.S. international carrier's
efforts to achieve a settlement rate that complies with the requirements of this Order, we will
allow the U.S. international carrier to ask usto consider stronger steps. Asit isclearly within the
interest of a U.S. international carrier to negotiate rates at or below the relevant benchmark, we
believe that we can rely primarily on such a carrier-initiated enforcement process.®* Pursuant to
the procedures we adopt in this Order, aU.S. international carrier may file a petition that:

sa2 TRA Comments at 6.
33 WorldCom Comments at 14.
s34 We agree with KDD that Section 208 does not provide for complaints to be filed pursuant to that section

against a common carrier not subject to the Act. We do not here, though, rely on Section 208. Our
enforcement mechanism merely allows carriers to alert us to the fact the settlement rates being paid by
U.S. international carriers to their foreign correspondents are inconsi stent with the rules and policies we
adopt in this Order.
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(@D demonstrates that it has been unable to negotiate a settlement rate with its foreign
correspondent that complies with the rules and policies we adopt in this Order; and

2 reguests enforcement measures be taken to ensure that no U.S. carrier pays that
foreign correspondent an amount exceeding the lawful settlement rate benchmark.

The U.S. international carrier should file its petition with the Office of the Secretary, Federa
Communications Commission, 1919 M Street, NW, Room 222, Washington, DC 20554. The
petitioning carrier must serve the foreign correspondent with a copy of the petition and a copy of
the procedural rules governing replies to the petition.** The foreign correspondent or other
interested party will have thirty-five days from the date on which we place the petition on public
notice to file comments or an opposition to the U.S. international carrier's petition. We will allow
ten additional days for replies to any comments or oppositions.

187. We will ensure compliance with our settlement rate benchmarks. We believe that
we have the authority to use any of the enforcement measures proposed in the Notice to respond
to acarrier's petition. Aswe discussin Section |1.E. of this Order, our authority includes the
ability to prescribe a change in settlement rates whenever we determine such rates to be unlawful.
We do not at this time adopt any set enforcement mechanism, but will instead consider the
individual circumstances surrounding each carrier-initiated petition to determine the appropriate
enforcement action to take. We agree with AT& T that whatever enforcement action we take
with regard to a complaint about a foreign correspondent’s unwillingness to negotiate a settlement
rate at or below the relevant benchmark must apply to al U.S. internationa carriers dealings with
that foreign correspondent in order for enforcement of our benchmarks to be effective.3*

188. Some commenters express concern that enforcement of the benchmark settlement
rates will lead to reprisals againgt smaller carriers.®®” We will continue to safeguard U.S. carriers
against discriminatory treatment by foreign carriers by vigorously enforcing our 1SP.3%

» See 47 C.F.R. §1.47.

w6 See AT&T Reply at 18.

37 See, e.g., TRA Comments at 6-7; ACC Comments at 9; Justice Technology Comments at 2-3.
8 See Accounting Rate Flexibiligl Order at 1 71. The European Union suggests we reconsider the efficacy
of our proportionate return and symmetrical settlement rate requirementsin light of the increasingly

liberalized world market conditions. The European Union states that changing world market conditions
result in a situation where these requirements could actually impede competition. European Union Reply
at 3. Aswe stated in our Accounting Rate Flexibility Order, we agree that our ISP could impede the
development of competition in some circumstances. We thus adopted rules to permit U.S. carriers to
deviate from the | SP where appropriate market conditions exist.
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189. Although we decline at this time to anticipate exactly which enforcement measure
would be appropriate in a given situation, we do agree with those commenters that argue that we
should refrain from using one particular proposed enforcement mechanism.®** We believe that
requiring U.S. international carriers to negotiate settlement rate agreements that provide for a
fixed expiration date until aforeign carrier agrees to a reasonable schedule of reductions would
impose unnecessary financial burdens on U.S. international carriers. Such an action by us would
require carriers to be continually engaged in negotiations for short-term agreements. We find that
the other proposed enforcement mechanisms will provide us with the ability to ensure compliance
with our benchmarks.

190. The benchmark requirements we adopt in this Order will become effective on
January 1, 1998.3° The transition periods for U.S. carriers to negotiate settlement rates at or
below the benchmark rates will begin on that date. However, we will consider, on a case-by-case
basis, grandfathering settlement rate agreements that were negotiated prior to the effective date of
this Order that do not comply strictly with the benchmark requirements we adopt here. Our
standard for grandfathering such agreements will be whether approval of the agreement isin the
public interest. We will find an agreement to be in the public interest if it serves the same goals
we have set forth in this Order and if it achieves settlement rates at or below the relevant
benchmark within areasonable period of time. We reiterate that if, in the future, thereisa
multilateral consensus on a substantially equivalent international measure to achieve our goals of a
cost-based system of settlements in atimely manner, we will waive enforcement of the benchmark
settlement rates.

C. Section 214 Authorization Conditions

191. We proposed in the Notice to apply the settlement rate benchmarks to address
potential distortionsin the U.S. market for IMTS that could be created by the current system of
above-cost settlement rates. We proposed to address these potential market distortions because
they impede our policy of creating greater competition in the IMTS market in order to lower
international calling prices for U.S. consumers.

192. Weidentified in the Notice two types of market distortions that could be created
by above-cost settlement rates. The first isthe potential for aforeign carrier and its U.S. effiliate
to execute a "price squeeze" against other carriersin the U.S. IMTS market. A price squeezeisa
predatory tactic in which the U.S. affiliate setsits prices so close to the international settlement

839 See, e.g., TRA Comments at 7; WorldCom Comments at 14.

340 Except those matters subject to OMB approval, pursuant to the Paperwork Reduction Act of 1995, Pub. L.
No. 104-13, which will become effective upon such approval.
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rates charged by the foreign carrier that the other carriers cannot match the prices without losing
money, even if they are more efficient than the U.S. affiliate. Such a strategy would be made
possible by the fact that the foreign carrier controls an essential input for providing service in the
U.S. IMTS market, and the price charged for that input -- the international settlement rate -- is
substantially above the economic cost of providing the service. Although the U.S. affiliate might
pay the same settlement rate paid by its competitors, it would consider the actual economic cost
incurred by the foreign carrier rather than the above-cost settlement rates when setting its IMTS
prices.

193. The second type of market distorting behavior that could be created by above-cost
settlement rates is one-way bypass of the settlements system. This could occur if aforeign carrier
collecting above-cost settlement rates is able to send its switched traffic over private lines into the
United States, but U.S. carriers are unable to send their traffic over private linesin the reverse
direction, and must continue to pay arelatively high settlement rate. We have stated on severa
occasions that such one-way bypass of the settlements system is not in the public interest because
it would greatly exacerbate the traffic imbalance, and, therefore, the U.S. net settlements deficit
on the route where it is occurring.®! An increase in the U.S. net settlements deficit would
ultimately lead to higher collection rates for IMTS on the affected route as carriers pass through
to consumers increased settlement costs.

194. To address these potential market distortions that could result from above-cost
settlement rates, we proposed to condition various types of authorizations to provide international
services from the United States on compliance with the benchmark settlement rates. We adopt
the proposed conditions with certain modifications in response to the record, as described in the
next two sections. We address separately our conditions for carriers that seek to serve affiliated
markets as facilities-based switched or private line carriers and our rules that will governal U.S.
carriersin their use of facilities-based or resold private lines for the provision of switched services.

1. Condition for Service to Affiliated Markets
a. Notice

195. We proposed in the Notice to condition the facilities-based switched and private
line authorizations of carriers seeking to serve affiliated foreign markets from the United States on
the affiliated foreign carrier offering U.S. international carriers a settlement rate for terminating
U.S.-originated traffic on the affiliated route that is a or below the appropriate benchmark. We
further proposed that if, after the foreign-affiliated carrier has commenced service to the affiliated

s See Notice at 11. See also Regulation of International Accounting Rates, First Report and Order, 7
FCC Rcd 559, 561, 1 17-20 (1991).
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market, we learn that the carrier's service offering has caused a distortion of competition on the
affiliated route, we would order that the affiliated foreign carriers settlement rates on that route
be reduced to the bottom of the range or revoke the authorization of the carrier to serve the
affiliated market. An authorization granted to afacilities-based carrier would thus be granted
subject to a condition to this effect.

196. We sought comment on what mechanism or approach we should use to determine
when there has been a distortion of competition in the IMTS market and the lower settlement rate
should be applied. We also requested comment on how our proposal would affect the effective
competitive opportunities test ("ECQO") we adopted in the Foreign Carrier Entry Order.3?

b. Positions of the Parties

197. Commenters disagree about our proposal to use the settlement rate benchmarks to
condition authorizations to provide international facilities-based service from the United States to
an affiliated foreign market. Some commenters support our proposal, some oppose it on the
ground that it is not necessary, and others seek to modify it because it is not stringent enough.

198. WorldCom supports our proposal "because it is a narrowly-tailored remedy that
addresses potential competitive distortions without limiting the ability of foreign carriers to enter
the U.S. market."**® WorldCom states that in addition to the proposed authorization condition,
we should continue vigoroudly to enforce the ISP on al routes. The Alexis de Tocqueville
Institution concurs that revenues from artificially high settlement rates could be used to subsidize
afacilities-based affiliate competing in the U.S. market. It states that such a subsidy could be
used "to unfair competitive advantage through marketing efforts or predatory pricing."3*

84z Foreign Carrier Entry Order, 11 FCC Rcd 3873 (1995). The ECO test considers: (i) whether U.S.
carriers are permitted, as a matter of law, to offer international facilities-based servicesin the foreign
country; (ii) whether there exist reasonable and nondiscriminatory charges, terms and conditions for
interconnection to aforeign carrier's domestic facilities for termination and origination of international
services, and whether there are adequate means to monitor and enforce these conditions; (iii) whether
competitive safeguards exist in the foreign countrﬁ to protect against anticompetitive practices; and (iv)
whether thereis an effective regulatory framework in the destination country to develop, implement and
enforce legal requirements, interconnection arrangements and other competitive safeguards. 47 C.F.R.
863.18(h)(6); Foreign Carrier Entry Order at Y 42-55. In our Foreign Participation Notice, we
tentatively concluded that we should eliminate the ECO test as part of our public interest analysis of
pending and future Section 214 applications filed by foreign carriers from WTO Member countries that
seek to provide facilities-based, resold switched, or resold non-interconnected private line services. See
Foreign Participation Notice at 1 32.

343 WorldCom Comments at 15.

s Alexis de Tocqueville Institution Reply at 4-5.
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199. AT&T supports the concept of using settlement rate benchmarks to condition
authorizations, but argues that, as proposed by the Commission, the conditions are not sufficient
to prevent anticompetitive behavior in the U.S. market for IMTS. AT&T argues that foreign
carriers are able to impose a price squeeze on U.S. carriers by cutting their U.S. prices potentially
aslow astheforeign carriers TSLRIC of U.S. origination and foreign market termination.
AT&T states that such conduct would harm competition by limiting the participation of existing
carriers and by discouraging further market entry.3* AT&T also expresses concern about the
ability of foreign carriersto use aU.S. affiliate to lower pricesin the U.S. market for IMTS.
According to AT&T, this price-cutting strategy would enable aforeign carrier to earn additional
settlements revenue by stimulating additional U.S.-outbound traffic to its home market from all
carriers from the United States to its home market.>*

200. AT&T arguesthat because the proposed benchmark ranges till exceed economic
cost, our proposed condition would not remove the "strategic pricing advantages' enjoyed by
carriers serving affiliated foreign markets from the United States.®’ Thus, AT& T argues, we
should condition a carrier's authorization to provide facilities-based service to an affiliate on that
carrier's offering U.S. carriers settlement rates at or below the low end of the benchmark range.
ICA also supports such a condition.®® AT& T opposes any attempt to identify anticompetitive
behavior through regulatory monitoring, as proposed in the Notice, on the ground that it would
require the reemposition of burdensome reporting requirements recently removed by the
Commission.®* AT&T concludes that the only viable alternative to its proposal is to continue to
limit U.S. market entry for the provision of facilities-based and switched resale servicesto foreign
carriers meeting the ECO test.*®

201. Incontrastto AT&T, HKTI and GTE argue that the proposed condition is not
necessary. HKTI asserts that the potential relationship between above-cost accounting rates and
any anticompetitive behavior in the U.S. market for IMTS is "totally attenuated."** HKTI asserts
that there has been no demonstration that foreign carriers are in fact receiving significant "transfer

345 AT&T Comments at 43.

w6 Id. at 41-42.
w7 Id. at 40.
S ICA Reply at 5-6.

349 AT&T Comments at 44.
3%0 Id. at 40-41; 46.

1 HKTI Comments at 17.
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payments' through settlements. HKTI further asserts that "a proper calculation of net
settlements, correcting for the diversion of direct revenuesto U.S. carriers as aresult of refile,
callback and other reverse charge services, may show that deficits are actually incurred by foreign
carriers. HKTI also states that any company can cross-subsidize an affiliate through profits and
there is no way the Commission could effectively separate out the specific effects of above-cost
accounting rates from profits.®?

202. GTE datesthat it isimplausible that aforeign carrier would cross-subsidize aU.S.
affiliate in order to offer below-cost pricesin the U.S. market because it will never be ableto
recoup, in the form of later monopoly profits, the losses it suffered. GTE contends that increasing
competition in the U.S. market for IMTS means that it would be impossible for aforeign carrier
to gain a monopoly position, much less retain that monopoly long enough to recoup excess
profits. GTE concludes that it would be irrational under these circumstances for aforeign carrier
to offer below-cost service offerings in an attempt to monopolize a segment of the U.S. market
for IMTS.®3

203. ABS-CBN states that the condition is not necessary in all circumstances. ABS-
CBN citesits own situation, where according to ABS-CBN, it could not cross-subsidize aforeign
affiliate with settlement payments from U.S. internationa carriers because per minute U.S.
settlement rates are barely enough to cover its per minute payout to the incumbent Philippine
carrier for local termination services.®* It further states that the "subsidies" most likely to
frustrate competition in the U.S. market are those which mgjor U.S. carriers obtain by virtue of
their domestic long-distance businesses. ABS-CBN states that major U.S. carriers have a cost
structure that is hard to match because they can spread their joint costs over more customers and
have more pricing flexibility on individual rates.®>®

204. The United Kingdom suggests that the Commission make a distinction between
liberalized and monopoly markets for purposes of applying the authorization condition. It states
that the real anticompetitive behavior to be avoided would involve the ability of aforeign carrier
terminating its own traffic to charge its affiliate alower or no settlement rate. The United

%2 Id. at 18.
3 GTE Comments at 25-26; see also Telefonica de Espafia Reply at 49 (agreeing with GTE's argument).
b ABS-CBN Reply at 4-5.

%5 Id. at 5.
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Kingdom states that such behavior is not a concern where the foreign market is open and other
carriers on the route can self-terminate.*®

205.  Sprint also opposes our proposed condition for authorizations to provide facilities-
based switched service to affiliated markets on the ground that it is not necessary. Sprint states
that "the Commission can under al circumstances rely on its benchmarks as a basis for exchanging
traffic for any foreign carrier."®’ It further argues that foreign carrier entry and investment in the
U.S. market generally should be encouraged. With respect to the question of mechanismsto
detect distortion in the U.S. market, Sprint urges us to approach this question "with great care,"
as one party's perception of competition distortion may be viewed as robust competition by
another party.*®

206. MCI disagrees with our proposal to condition carriers authorizations to provide
facilities-based service to affiliated markets as proposed in the Notice. Instead, MCI urges usto
retain the ECO test to address potential distortion concerns.®°

C. Discussion

207. Weare not convinced by commenters who argue that our proposed authorization
condition is unnecessary. We believe it is appropriate to prevent potential anticompetitive
distortions in the U.S. market for IMTS by conditioning a carrier's authorization to provide
facilities-based switched or private line services to a market in which its affiliated foreign carrier
provides service on that foreign carrier offering U.S. carriers a settlement rate to terminate U.S.-
originated traffic on the affiliated route that is at or below the relevant benchmark. We are also
not convinced by AT& T's arguments that the condition should be more stringent. We therefore
adopt the conditions for facilities-based switched and private line service to affiliated markets as
proposed in the Notice. We also adopt a rebuttable presumption to determine when there has
been a distortion of competition in the U.S. market for IMTS and we should take enforcement
action.

208. Before we address foreign carriers incentives to engage in price squeeze behavior,
we conclude that a U.S.-licensed carrier does have the ability to engage in price squeezes that
create distortions in the U.S. market for IMTS when it provides facilities-based service to a

36 United Kingdom Comments at 4.
7 Sprint Comments at 22.

8 Id. at 22-23.

%9 MCI Comments at 9-10.
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market in which its affiliated foreign carrier provides the terminating service and collects above-
cost settlement rates.>® We refer to such markets as "affiliated markets." A price squeeze refers
to aparticular, well-defined strategy of predation that would involve the foreign carrier setting
"high" (above-cost) international settlement rates whileits U.S. affiliate offers "low" prices for
domestic IMTS services in competition with the other carriers. Because the foreign carrier's
international termination services are a necessary input for providing IMTS services, the foreign
carrier can create a Situation where the relationship between its "high” international settlement
rates and its U.S. affiliate's "low" prices for IMTS services forces competing carriers either to lose
money or to lose customers even if they are more efficient than that affiliate at providing
international services. This unprofitable relationship between the input prices and the affiliate's
prices, not the absolute levels of those prices, defines a price squeeze.

209. A U.S. dffiliate of aforeign carrier will still set its own prices based on the foreign
carrier's economic cost of providing international termination services because this will maximize
their combined profits. In this sense, a price squeeze would have much the same effect as price
discrimination in which the foreign carrier charged its U.S. affiliate lower settlement rates than it
charged all other carriers. The affiliate will also take into account the effect of its prices on the
settlement revenues earned by the foreign carrier.

210. We sought comment in the Notice on whether aforeign carrier has the incentive to
use revenues from above-cost settlement rates to subsidize an affiliate providing international
servicesin the U.S. market. We noted that aforeign carrier may not have this incentive because
in serving its home market directly through a U.S. affiliate, the foreign parent would no longer
receive the settlement payment it formerly received from other U.S. carriers to terminate traffic to
that market. Initscomments, AT& T asserts that foreign carriers collecting above-cost
accounting rates do have an incentive to enter the U.S. market and undercut competitors.
According to AT&T, theincentives lie in three additional sources of profit for aU.S. effiliate of a
foreign carrier: (1) the foreign carrier may earn profits from terminating U.S.-inbound traffic; (2)
to the extent that its U.S. collection rate exceeds costs, the foreign carrier may use its affiliate to
earn profits on U.S.-outbound traffic; and (3) by using its affiliate to lower pricein the U.S.
market, the foreign carrier may earn additional settlements revenue for the foreign carrier by
stimulating additional U.S.-outbound traffic to its home market from all carriers.®** GTE, on the
other hand, argues that it would be irrational for aforeign-affiliated carrier to offer below-cost
service offerings in the U.S. market because it would be impossible for aforeign carrier to gain a

30 The Commission's rules provide, inter alia, that a U.S. carrier is considered to be affiliated with aforeign
carrier when aforeign carrier owns a greater than twenty-five percent interest in, or controls, the U.S.
carrier. See Foreign Carrier Entry Order at 1 73; 47 C.F.R. § 63.18(h)(1)(i).

st AT&T Comments at 41. See also ESI Comments at 9 (A foreign carrier would have an incentive to
subsidize a U.S. affiliate in order to build a competitive force in the U.S. market.).
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monopoly position in the U.S. market, much less retain that monopoly long enough to recoup
excess profitslost by offering below-cost service. GTE thus concludes that our benchmark
conditions are not necessary.**

211. Weagreewith AT&T that in markets that are not fully competitive and are
characterized by substantial margins between costs and prices, such as some segments of the U.S.
market for IMTS, aforeign carrier collecting above-cost settlement rates would have the ability
and incentive to enter the U.S. market and charge lower pricesfor IMTS. AsAT&T notes, such
a strategy could generate additional revenue for the foreign carrier by stimulating additional U.S.-
outbound traffic to its home market from all carriers. To the extent that its U.S. affiliate's prices
remain above its costs, the lower prices are consistent with increased competition or more
efficient operation, and consumers clearly benefit from the development. On the other hand,
where the U.S. affiliate sets its prices below its own costs of providing service, the lower prices
may be the result of a predatory price squeeze and distort competition. Nonetheless, we do not
agree with GTE that our benchmark conditions are unnecessary. The consequences of carriers
opting to engage in a price squeeze strategy are serious enough for us to take preventive
measures. Aslong as foreign carriers are possibly able to engage in predatory price squeeze
behavior, we find that the public interest is best served by adopting the Section 214 authorization
condition we proposed in the Notice to prevent such behavior and protect competition in the U.S.
market for IMTS.

212. ABS-CBN states that the condition for provision of facilities-based service to
affiliated markets is not necessary for carriers like itself whose settlement revenues barely cover
local termination costs.** While it may be true that some carriers have greater ability than others
to engage in anticompetitive behavior, we believe arule of general applicability is more
adminigtratively efficient, and more importantly, would result in greater regulatory certainty for
Section 214 applicants than a case-by-case determination. 1n addition, case-by-case
determinations of the need for competitive conditions could lead to long delays in processing
Section 214 applications.

213. Wenote that in our recent Access Charge Reform Order and Classification of
LEC Long Distance Service Order, we addressed the potential for BOCs to engage in price
sgueeze behavior when providing in-region interLATA services. Inthe Access Charge Reform
Order, we concluded, following analysis similar to that here, that an incumbent LEC and its
interexchange affiliate could potentially implement a price squeeze once the incumbent LEC began
offering in-region, interexchange toll services. Inthe Access Charge Reform Order, however, we

362 GTE Comments at 25-26.

%3 ABS-CBN Reply at 5.
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concluded that we have in place adequate safeguards against such conduct,*** and in the
Classification of LEC Long Distance Service Order, we concluded that imposing advance
tariffing and cost support data requirements on BOC interLATA affiliates would not be an
efficient means of preventing the BOCs from engaging in a price squeeze strategy.** In the
Access Charge Reform Order, we aso took comfort from current market conditions and
regulatory developments. In particular, we noted that: (1) interexchange carriers could respond
to an incumbent LEC's attempted price squeeze by entering the local market through the use of
unbundled network elements priced at cost-based rates; (2) it is unlikely, given the presence of
excess sunk network capacity, that an incumbent LEC could successfully engage in predatory
conduct aimed at gaining market power in markets for interexchange services; and (3) domestic
antitrust laws offer a measure of protection against a predatory price squeeze.

214. The conditions we adopt today are consistent with our recent treatment of price
squeeze concerns in other contexts. For example, our requirement that aforeign carrier's
settlement rates be at or below the relevant benchmark as a condition of Section 214
authorization for a carrier to provide IMTS service on an affiliated route is analogous to the
approach we adopted with respect to an incumbent LEC's interstate exchange access rate -- an
important component reflected in the rates charged to end users. In the Access Charge Reform
Order, we concluded that rates preferably should be set by competition, not regulation.®® If
access markets were competitive, predatory price squeezes could not be used profitably to distort
competition in interexchange markets. Because incumbent LECs currently have little or no
competition in the provision of access to their exchange access facilities, however, we have taken,
and continue to take, action to ensure that the incumbent LEC access rates continue to move
toward the underlying cost of providing access services. Inthat Order, we determined that where
competition does not develop over the next several years, we will require carriersto file cost
studies that will enable us to ensure that all customers receive the benefit of more efficient prices.

215.  Settlement rates smilarly represent a cost component that is reflected in the rates
charged to end users. Aswith access charges, U.S.-owned carriers do not, for the most part,
have a competitive international market from which to purchase international termination services.
While we believe that the WTO Basic Telecom Agreement will lead to the development of
increased competition in foreign carriers markets, this process has just begun, and competitive
aternatives are not currently available. Consequently, international settlement rates generally

364 Access Charge Reform Order at 1 278.

35 See Regulatory Treatment of LEC Provision of Interexchange Services Originating in the LEC's Local
Exchange Area and Polic% and Rules Concerning the Interstate, I nterexchange Marketplace, Second
Report and Order in CC Docket No. 96-149 and Third Report and Order in CC Docket No. 96-61, FCC
97-142 (rel. April 18, 1997), recon. FCC 97-229 (rel. June 27, 1997).

366 Access Charge Reform Order at {1 258-84.
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remain far above competitive levels. Moreover, unlike in the domestic interexchange market, we
have no jurisdiction over the foreign provider of termination services, and we do not have the
same range of regulatory tools available as we have in the domestic context to address
competitive distortions. We thus have only alimited ability to affect the development of
competition in the international termination services market.

216. Webdlieve there are severa factors that suggest that predatory price squeezes may
be potentially a greater problem on international routes than they are in the domestic
interexchange context. First, on many international routes, the margin of settlement rates above
cost is greater than the margin for interexchange access charges. At the same time, there may be
less competition for end users than in the domestic interexchange context. On such routes, the
potential for distortion is higher. Second, in the domestic interexchange context, interexchange
carriers can mitigate the effects of a price squeeze and avoid access charges by winning local
customers and serving them by means of unbundled network elements set at cost-based rates. No
comparable mechanism is available on international routes. Third, in the Access Charge Reform
Order, we recognized that the existence of four established interexchange networks made it
unlikely that predatory price squeezes could be successful. In contrast, on certain international
routes, there is little excess capacity available to competitors. Moreover, if an international
carrier were forced to exit, the foreign carrier's affiliate might be able to take control of the other
carrier's facilities, which would make new entry less likely and thus increase the likelihood that
predation would be successful. For these reasons, we believe predatory price squeezes pose a
potentially more serious threat on international routes than in the interexchange context. Our
benchmarks will help to protect competition in U.S. IMTS markets by reducing the extent to
which foreign carriers and their U.S. affiliates can manipulate price-cost margins (the margin
between the price of the good and the price of the inputs needed to produce the good) in ways
that distort markets.

217. Our assessment of the need to adopt a Section 214 authorization condition to
address the potential for price squeezes has changed since we first reviewed thisissue in the
Foreign Carrier Entry proceeding.®®" We there concluded that it was unnecessary to impose such
acondition. We did not find on that record persuasive evidence that foreign carriers that entered
our market pursuant to our ECO framework could successfully engage in a price squeeze. We
reasoned that foreign carriers could not unilaterally set settlement rates because they are
established through negotiation with U.S. carriers; that high settlement rates could be offset by
lower prices for other inputs or by carrier efficiencies; and that the benefits of additional price and
service competition from foreign carriers entering our market after an ECO finding offset the
possibility of economic harm to unaffiliated U.S. carriers. We aso stated our belief that increased
global competition itself would encourage foreign carriers to move toward cost-based levels.

s See Foreign Carrier Entry Order at 1 68-70.
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218. The baance of considerations has changed significantly since the Foreign Carrier
Entry Order. Aswe stated earlier in this Order, our action here comes after the time period for
implementation of ITU Recommendation D.140 has concluded, yet settlement rates remain far
above cost-based levels. Against this backdrop, the prospect of freer entry into the U.S. market
after January 1, 1998 pursuant to our rulemaking proposals implementing the WTO Basic
Telecom Agreement increases our concern that foreign carrier entry could create competitive
distortionsin the U.S. market. We find on this record that foreign carriers have the ability to
engage in a price squeeze and that the consequences of carriers opting to engage in such a
strategy are serious enough for us to take the preventive measure of adopting a Section 214
authorization condition at thistime.

219. Wedisagree with HKTI that the potential relationship between above-cost
settlement rates and anticompetitive behavior in the U.S. market is attenuated. The relationship is
in fact straightforward. Settlement rates are an essential input for international termination
services. Therates charged for that essential input are in most cases substantially above-cost.
When a provider of that above-cost essentia input enters the retail market that uses that input (the
market for IMTS), it has the ability to priceitsretail services so that the relationship between
"high" input prices and "low" retail prices forces competing retail providers either to lose money
or to lose customers even if they are more efficient. HKTI states that there is no way the
Commission could separate out the specific effects of above-cost settlement rates from other
intracorporate cross subsidies. But, as discussed here, our concern is specifically with the
potential market-distorting impact of above-cost settlement rates as an essentia input for
international termination services. HKTI further states that we cannot determine "distortion™ in
the international marketplace solely based on the level of settlement rates. It thus concludes that
the Section 214 authorizations could not be applied in a nondiscriminatory and fair way and
would be arbitrary and capricious as a result.*® We disagree. We have specificaly defined the
competitive harm we seek to address through the authorization conditions. that aforeign-
affiliated carrier can engage in price squeeze behavior on the affiliated route by virtue of its dual
role as a provider of an above-cost essential input and a competitor in the retail market using that
input.>®

368 HKTI Comments at 25-26.

39 HKTI states that there is no evidence that foreign carriers are in fact receiving significant "transfer
payments' through settlements. HKTI states that in fact, "a proper calculation of net settlements,
correcti n% for the diversion of direct revenuesto U.S. carriers as aresult of refile, callback and other
reverse charge services, may show that deficits are actually incurred by foreign carriers.” HKTI has
provided no evidence, however, to support its claim that foreign carriers incur "deficits’ as aresult of
these services. Moreover, contrary to HKTI's claim, we have shown that settlement rates are in almost all
cases substantially above the level of costs incurred by foreign carriers to terminate international traffic.
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220. Wenotethat AT& T expresses a broader concern about the effect aforeign-
affiliated carrier providing service to its home market will have on the U.S. market. AT&T is
concerned not only about predatory price squeezes, but also has a more general concern about all
price-cutting behavior of foreign-affiliated carriers. AT& T believes that foreign carriers have an
"unbeatable cost advantage" due to their parent's collection of above-cost settlement rates.3® To
the extent that AT& T argues that all price-cutting by U.S. affiliates of foreign carriersis
anticompetitive, we disagree. Such pricing behavior becomes detrimental to U.S. consumers
interests only when it could ultimately reduce the level of competition on particular international
routes. A pricing strategy that undercuts competitors' prices but that is neither discriminatory nor
potentially harmful to competition may be deemed unfair by some commenters since it would
increase the profits of foreign carriers and reduce the profits of carriersin the domestic IMTS
market. It does not, however, create distortions in the U.S. market for IMTS that require us to
impose conditions.®

221. While we believe that carriers serving affiliated markets have the ability to engage
in market-distorting price squeeze behavior by pricing below cost, we do not agree with AT& T
that the only way to prevent such behavior is by conditioning a carrier's authorization to provide
facilities-based service to an affiliated market on the affiliated foreign carrier offering U.S. carriers
settlement rates on the affiliated route at or below a TSLRIC-based rate. Such a condition is not
necessary to prevent distortionsin the U.S. market for IMTS services, and in fact, it could harm
the development of further competition in that market. We believe AT& T's proposed condition
could effectively deter many carriers from providing facilities-based service from the United
States to affiliated markets. This result would impede our goal of increasing competition in the
U.S. market for IMTS to the detriment of U.S. consumers.”’

222. Weagreewith AT& T's assertion that because settlement rate benchmarks based
on the TCP methodology are above-cost, the facilities-based condition as proposed in the Notice
does not completely eiminate the ability for foreign-affiliated carriers to execute a price squeeze.
Requiring that a carrier's settlement rates be at or below the relevant benchmark before it may
provide facilities-based service to an affiliated market, however, substantially reduces the above-

810 AT&T Comments at 42-43.

sre To the extent that AT& T has concerns that foreign-affiliated carriers may get an unfair advantage over

other competitorsin the U.S. market, we note that the Section 214 authorization conditions we adopt in
this Order to address the potential for market-distorting behavior %sentiallg require foreign carriersto
forego a substantial portion of the monopoly rentsin their settlement rates before using an authorization to
provide service to an affiliated market. Thus, the unfair advantage AT& T fears will be substantially
mitigated by our conditions to address anticompetitive behavior.

s As Sprint asserts, foreign carrier entry and investment in the U.S. market generally should be encouraged.
Sprint Comments at 22.
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cost termination charges that could be used to execute a price squeeze.*”® We also note our

conclusion that foreign carriers collecting above-cost settlement rates are potentially able to
engage in anticompetitive price squeeze behavior. We conclude that AT& T's proposal would be
an overreaction to the potential for price squeeze. Moreover, to the extent carriers retain the
ability to execute a predatory price squeeze, our authority to take enforcement action, including
ordering that a carrier's settlement rates on an affiliated route be reduced to the level of our best
practice rate, $0.08, or revoking a carrier's authorization will be a strong deterrent. We also note
that in our Foreign Participation Notice we questioned whether we should impose certain
competitive safeguards, including structural separation, to guard against anticompetitive behavior
in the U.S. market for IMTS. Any such safeguards would be applied in addition to the Section
214 authorization conditions we adopt here.

223. AT&T assertsthat, if we do not adopt its proposal to strengthen the condition for
the provision of facilities-based switched service to affiliated markets, then we should retain the
ECO test.*® MCI also argues in favor of retaining the ECO test.®° We will consider these
arguments in our Foreign Participation proceeding, where we have sought comment on whether
to apply the ECO test in light of the WTO Basic Telecom Agreement. In that Notice, we
tentatively concluded that we should eliminate the ECO test as part of our public interest analysis
of pending and future Section 214 applications filed by foreign carriers from WTO Member
countries.®!

224. \We adopt atrigger to determine when market distortion has occurred, at which
time we will take enforcement action. Such enforcement action may include requiring a carrier to
lower its settlement rates on an affiliated route to the level of our best practice rate or revoking its
authorization to provide service on the affiliated route. We establish a rebuttable presumption
that a carrier has engaged in price squeeze behavior that creates distortions in the U.S. market for
IMTS if the conditions of our bright line test are met. The bright line test we adopt is whether
any of acarrier's tariffed collection rates on an affiliated route are less than the carrier's average
variable costs on that route. For purposes of this bright line test, we define a carrier's average
variable costs on the affiliated route as the carrier's net settlement rate plus any originating access

318 As WorldCom asserts, the benchmark conditions proposed by the Commission are "not a perfect economic
solution because the proposed benchmarks are still well above economic cost,” but the approach "deserves
support because it attacks the crux of the problem: above-cost settlement rates.” WorldCom Comments at
15.

s AT&T Comments at 40-41; 46.
360 MCI Comments at 9-10.

st Foreign Participation Notice at 32.
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charges.®* These are the two primary expenses that a carrier would not incur in the short term if
it stopped providing IMTS from the United Statesto its affiliated market.®* Most other expenses
are fixed in the short term, and would be incurred regardless of whether the carrier provided
service. If any tariffed collection rate is less than average variable costs, we will presume that the
carrier is engaging in anticompetitive price squeeze behavior and we will take enforcement action.
Such enforcement action may include a requirement that the carrier reduce its settlement rates on
the affiliated route. Alternatively, we could revoke the carrier's authorization to serve the
affiliated market.®

225. We believe that recovery of average variable costs is an appropriate threshold
standard for determining the existence of price squeeze behavior because in the short run carriers
can increase their profits (or minimize their losses) by offering service at a price a or above
average variable costs. Thus, any price below that floor would indicate that the carrier islosing
money by providing service. Alternatively, in the case of aU.S. affiliate of aforeign carrier, any
price below the floor could indicate that the U.S. affiliate is attempting a price squeeze. Because
the U.S. affiliate's net settlement payments are an intracorporate transfer and not a true cost, the
U.S. affiliate could priceits servicein the U.S. market below average variable costs. We
therefore believe that any price below average variable costs is suspect and that we should
establish a rebuttable presumption of market distorting behavior. The presumption of market
distortion can be rebutted by a showing that there is an economically justifiable reason for pricing
below average variable costs. For example, a carrier could show that its pricing strategy isatime
[imited promotion in order to gain market share.

226. Datafromwhich aU.S. carrier's net settlement rate can be calculated will be filed
as part of the quarterly traffic reports we adopt in this Order. Asdiscussed in Section 11.C.2., the
quarterly reports will contain the same data that are required in the existing Section 43.61 reports,
including actua traffic and revenue data, but for facilities-based switched services and facilities-
based switched resale services only.®* Information on U.S. carriers access chargesis available in

s See note 128, supra, for an explanation of "net settlement rate.”

%3 We acknowledge that there are other long run variable costs that a carrier must recover to remain
rofitable. However, competitive markets often force firms to price at short run variable costs. We thus
ocus on short run variable costs for purposes of establishing a presumption of the existence of market
distorting behavior.

38 We note that the Commission eliminated the lower pricing bands for LEC price cap services. We believe,
however, that because foreign-affiliated carriers have the ability to engagein a predatorP/ price squeeze on
affiliated routes, it is appropriate to establish atrigger for presuming that a foreign-affiliated carrier is
engaging in price squeeze.

®» See 47 C.F.R. 843.61. The data currently filed by carriers pursuant to the annual reporting requirement in
Section 43.61 is compiled in an annual report prepared by the Industry Analysis Division of the Common
Carrier Bureau.
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tariffs filed with the Commission and in the Commission’'s annual Monitoring Report in CC
Docket No. 87-339. We believe these reporting requirements will be sufficient to enable usto
detect market-distorting price squeeze behavior. However, we will develop additional monitoring
mechanisms in the future if necessary.

227. We may make afinding that the trigger for determining the existence of market
distortion has been met on our own initiative or pursuant to a written request by any carrier
providing IMTS on the route in question. Such written requests must provide evidence that any
of acarrier's tariffed collection rates on an affiliated route is less than the carrier's average variable
costs (average net settlement rate payments plus access charge payments) on the route. Such
evidence may be based on the data filed pursuant to the Section 43.61 quarterly traffic report
filing requirement that we adopt here, the annual Monitoring Report in CC Docket No. 87-339, a
carrier'stariffs, or other sources. If we find, either on our own initiative or by request, that the
presumption of market distortion has been met on an affiliated route, we will issue a public notice
and notify the carrier providing service to the affiliated route. Once we make a finding, the carrier
providing service to the affiliated route will be prohibited from using its authorization to provide
switched services until it complies with our enforcement action or successfully presents evidence
sufficient to rebut the presumption of market distortion.

228. Inthe Notice, we sought comment on whether we should impose the conditions
for facilities-based service to affiliated markets on existing Section 214 certificate holders that
serve affiliated markets.3* We conclude that we should apply the conditions to existing Section
214 certificate holders. We see no reason to exempt carriers with existing authorizations from
complying with conditions that will apply to al other carriers providing facilities-based service to
affiliated markets. The same concerns about anticompetitive behavior we seek to address through
our conditions apply equally to carriers with existing authorizations. We will therefore require
existing Section 214 certificate holders that serve affiliated markets to negotiate with all U.S.
international carriers a settlement rate for the affiliated route that is at or below the appropriate
benchmark. The settlement rate must be negotiated and in effect within ninety days of the
effective date of this Order.

229. We dso sought comment in the Notice on a proposal to establish a presumption
that carriers from countries that have opened their markets to meaningful competition have
fulfilled our Section 214 conditions. We reasoned that our conditions would not be necessary
under these circumstances because effective competition will best ensure that settlement rates are
Set at cost-based levels and thereby eliminate the potential for anticompetitive behavior from

386 Notice at  85.
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above-cost rates.®" We conclude, however, that we should apply the Section 214 conditions to
all carriers, including those from countries that have opened their markets to competition. The
conditions are necessary to address the potential for market distorting behavior created by the
existence of above-cost settlement rates. Even in countries which have meaningful competition,
the potential exists for a carrier with a significant market share to create distortionsin the U.S.
market for IMTSIif it is collecting above-cost settlement rates. We thus conclude that the Section
214 conditions should be applied to al carriers, including those from countries that have
introduced competition. We note, however, that in markets where there is fully developed
competition, settlement rates will likely be at or below the benchmarks we adopt in this Order.
Thus, foreign-affiliated carriers providing service to those markets will not have to take any
further action to comply with our conditions unless they engage in anticompetitive behavior.3%

230. AT&T arguesin an ex parte communication that we should apply the same
condition we proposed in the Notice for authorizations to provide facilities-based switched service
from the United States to an affiliated market to authorizations to provide switched resale service
from the United States to an affiliated market.®®® AT&T first raised this argument in an Ex Parte
dated July 10, 1997, to which it attached its comments in the Foreign Participation proceeding.
We believe that AT& T's argument is better addressed in the Foreign Participation proceeding,
where we will have a more complete record on the issue of applying the benchmark condition to
facilities-based switched service. AT&T raised theissueinitsinitial commentsin that proceeding,
and parties will have an opportunity to comment in their reply comments, which are not due until
after the adoption date of this Order.

231. Insummary, we will condition authorizations to provide international facilities-
based switched or private line service from the United States to an affiliated market in order to
restrain the ability of foreign-affiliated carriers to engage in anticompetitive price squeeze
behavior in the U.S. market. Specifically, we will condition any such authorization to serve an
affiliated market on the affiliated carrier offering U.S. international carriers a settlement rate for
the affiliated market at or below the relevant benchmark adopted in this Order. If, after the
carrier has commenced service to the affiliated market, we learn that the carrier's service offering
has distorted market performance on the route in question, as determined by the rebuttable

bl Id.

a8 The United Kingdom has noted that cost-based alternatives for terminating traffic should be available in
markets that permit foreign carriers to self-correspond. United Kingdom Comments &t 4. There is no
need, however, as the United Kingdom su%g&ets, to distinguish between liberalized and monopoly markets
in applying our benchmark conditions. While the condition may apply to liberalized markets, if rates are
at or below the benchmarks, carriers will not have to take any further action unless they engage in market
distorting behavior.

389 Letter from James Talbot, AT& T, to William Caton, Acting Secretary, July 10, 1997.
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presumption we adopt here, we will take enforcement action. That action may include a
requirement that the settlement rate of the affiliated carrier for the route be at alevel equal to or
below the best practices rate we adopt in this Order, $0.08, or arevocation of the authorization
of the carrier to serve the affiliated market. We adopt a rebuttable presumption that a carrier's
service offering has distorted market performance if any of the carrier'stariffed collection rates on
the affiliated route are less than the carrier's average variable costs on that route.

2. Condition for Provision of Switched Services over Private Lines
a. Notice

232. We dso proposed in the Notice a competitive safeguard to address the potential
market distortions resulting from one-way bypass of the accounting rate system. Specifically, we
proposed to grant carriers applications for authority to resell international private lines to provide
switched services on the condition that settlement rates on the route or routes in question are at
or below the appropriate settlement rate benchmark. Under the proposed condition, if any
settlement rate on the route in question is higher than the appropriate benchmark, aresale carrier
would not be permitted to use its private line resale authorization to provide switched, basic
services until such time as al settlement rates on the route are at or below the benchmark. We
noted that this condition would apply to any U.S. carrier seeking to provide switched, basic
services viaresold private lines regardliess of whether the carrier is operating on a particular route
in correspondence with an affiliated foreign carrier. We reasoned that even an unaffiliated U.S.
carrier would have the ability to distort competition on the route to the extent it accepted one-
way bypass traffic from aforeign carrier. We also proposed to order all U.S. international carriers
to pay a cost-based settlement rate if, after a carrier has commenced switched service viaaresold
private line, we learn that competition on the route has been distorted -- i.e., that one-way bypass
isoccurring. We asked for comment on what mechanism or approach we should use to determine
when competition has been distorted. We also sought comment on whether these proposed
conditions should replace our current private line resale policy** or whether that policy should be
modified to ensure that it is compatible with the proposed conditions.

233. Inour recent Foreign Participation Notice, we concluded that it might be
necessary to supplement the condition that we proposed in the Notice to cover facilities-based

30 Our private line resale policy permits U.S. carriersto resell international private linesto provide switched
services to countries that afford resale opportunities equivalent to those available under U.S. law as an
alternative to terminating traffic via the traditional settlement rate system. This policy isreferred to as the
"equivalency test." See Regulation of International Accounting Rates, CC Docket No. 90-337, Phase 1,
First Report and Order, 7 FCC Rcd 559 ﬂ19gé) (International Resale Order). In our Foreign
Participation Notice, we tentatively concluded that it is no longer necessary, or desirable from an
administrative standpoint, to continue to apply the equivalency test to pending or future Section 214
applications to provide switched, basic services over private lines between the United States and WTO
Member countries. Foreign Participation Notice at ] 50.
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carriers use of their authorized private lines to route U.S. inbound and outbound switched traffic.
We noted that facilities-based private line carriers also have the ability to distort competition on a
particular route to the extent they terminate one-way bypass traffic from aforeign carrier. We
therefore proposed to prohibit a U.S.-licensed facilities-based private line carrier from originating
or terminating U.S switched traffic over its facilities-based private lines until all U.S. carriers
settlement rates for the country or location at the foreign end of the private line are at or below
the appropriate benchmark.** In a Public Notice accompanying our Foreign Participation
Notice, we invited interested parties to file supplemental comments on this proposal in this
proceeding.®*

b. Positions of the Parties

234. Many commenters agree that the settlement rate benchmarks should be used to
condition authorizations to provide switched services over facilities-based or resold international
private lines. They agree that such conditions are necessary to address possible distortionsin the
U.S. market from one-way bypass. Some commenters, however, urge us to strengthen the
proposed conditions, while others urge us to loosen restrictions on the provision of international
smpleresale ("ISR").

235. ACC and Primus, for example, state that they would prefer us to permit ISR on al
routes immediately because encouraging carriers to engage in 1SR will enhance competition in the
global IMTS market. However, they support the proposed conditions as away to address our
concern about one-way bypass.®**® ACC agrees with us that the proposed conditions address the
concern that one-way bypass could distort competition.*

236. TNZL opposes our proposed conditions on the basis of a similar concern to that
raised by ACC and Primus, that the proposed conditions could undermine our objective of
exerting downward pressure on the level of settlement rates. TNZL notes that the logical effect
of the provision of switched services over resold international private linesisto put pressure on
settlement rates. TNZL concludes that we "should not require that the effect exist before the
cause."** The United Kingdom also cites the procompetitive benefits of ISR and urges us to

o Foreign Participation Notice at  121.
sa2 Public Notice DA 97-1173 (rel. June 4, 1997).
393 Primus Comments at 3-5; ACC Comments at 6-7.

304 ACC Comments at 6-7.

3% TNZL Comments at 9; see also Viatel July 11, 1997 Ex Parte at 4-5.
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consider extending the ability to provide I SR services to as many routes as possible. The United
Kingdom suggests that we consider permitting ISR on routes where the benchmarks have not
been reached, provided other safeguards against one-way bypass arein place.>* Viatel also cites
the procompetitive benefits of ISR services and further argues that the proposed condition is not
necessary because there has been no evidence to date of one-way bypass in the U.S. market.*’

237.  Japan recognizesthere is apossibility of "trade distortion caused by monopolist
carriers bypassing the internationa settlement rate system in non-liberalized countries."3%
Nonetheless, Japan objects to the proposed condition on resale of private lines to provide
switched service. Japan notes in particular that the proposal that all settlement rates must be
within the benchmark range before a carrier can use its authorization to provide switched services
over private lines istoo restrictive and means that market entry for some carriers would be
contingent upon the level of accounting rates over which they have no control. TNZL is
concerned that this aspect of our proposed conditions could give U.S. carriers foreign
correspondents effective control over whether they will face competition in switched services
from internationa private line resellers. TNZL notes that any foreign carrier could block the entry
of acompetitor providing ISR simply by refusing to reduce the settlement rate on the route.>*®

238. GTE objectsto our proposal to apply the resale condition to the provision of
switched services over facilities-based private lines. GTE states that the proposal is unnecessary
in light of the fact that market forces created by the WTO Basic Telecom Agreement will drive
down settlement rates.*® GTE further argues that there is no demonstrated link between above-
cost settlement rates and competitive distortion. GTE notes that we claim only that one-way
bypass could occur, not that it has or will.**

239. AT&T and MCI, on the other hand, urge us to strengthen the proposed condition
by requiring that settlement rates on the route or routes in question be at the low end of the
benchmark range as a condition of carriers authorizations to resell international private lines to

3% United Kingdom Comments at 5.

87 Viatel July 11, 1997 Ex Parte at 5-6.
308 Japan Comments at 2.

9 TNZL Comments at 9-10.

400 GTE Comments at 1-3.

a0t GTE Supplemental Comments at 5-6.
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provide switched service to the United States.*? AT& T also argues that this more stringent
condition should apply to the provision of switched services over facilities-based private lines.*®®
AT&T argues that this more stringent condition is necessary because the settlement rate
benchmarks exceed the incremental costs of providing international service. Asaresult, foreign
carriers would still have an incentive to send their traffic to the United States over private lines
while continuing to collect above-cost benchmark rates. According to AT&T, thisis problematic
because the difference between I SR rates a carrier would pay to terminate traffic in the United
States and the benchmark settlement rates a carrier would receive to terminate traffic from the
United States "would provide significant margins for foreign carriers on every minute delivered to
the U.S."** AT&T concludesthat if we adopt the conditions as proposed, it would be necessary
to retain the present equivalency test to protect against one-way bypass.*®

240. WorldCom agrees generally with our proposed conditions. However, it suggests
some modifications to the proposals. Specifically, WorldCom proposes a three-prong test where
ISR would be allowed on aroute if any one prong is satisfied. Under WorldCom's proposed test,
ISR would be alowed under any one of the following circumstances: (1) where ISR is aready
authorized on the route as of the effective date of the Order; (2) where the settlement rate for
more than 50% of outbound traffic on a particular route is within the benchmark; or (3) where the
Commission determines that the foreign market offers equivalent opportunities for 1SR.**
WorldCom states that the second prong of its proposed test is a clarification of our proposed
conditions to address situations where there are multiple foreign correspondents on aroute. With
respect to the third prong, WorldCom states that there could be situations where the prevailing
settlement rate is not within the benchmark, but the country offers equivaent opportunities for
U.S. carriersto engage in ISR. In those situations, WorldCom submits, permitting ISR would put
additional pressure on high settlement rates and should be allowed.*”’

241. WorldCom also suggests a mechanism for detecting competitive distortion, i.e.,
one-way bypass, that is based on the aggregate inbound/outbound ratio of settled traffic on a

02 AT&T Comments at 35-36; MCI Reply at 8-9.

403 AT&T Supplemental Comments at 2-3. In its SquIementaI Comments, MCI states that it supports the
Commission's proposal to prohibit U.S. facilities-based private line carriers from originating or
terminating U.S. switched traffic over their private lines until all U.S. carriers' settlement rates on the
route in question are within the relevant benchmark range. MCI Supplemental Comments at 1-2.

404 AT&T Comments at 36.

405 Id. at 35-36.
406 WorldCom Comments at 18.
407 Id. at 19.

105



Federal Communications Commission FCC 97-280

route. WorldCom suggests that if the percentage of outbound traffic relative to inbound increases
by a 10 or more percent across two measurement periods, there should be a presumption that
inbound traffic is being disproportionately diverted from the settlement process to ISR routing.
WorldCom states that the 10 percent threshold should provide sufficient leeway for routine traffic
shifts®® AT&T, however, is skeptical that such monitoring procedures would provide an
effective remedy for market distortions. AT&T is concerned that reliance upon the Commission's
only existing monitoring activities, the annual Section 43.61 reporting process, would delay action
for at least nine months after the end of the calendar year in which bypass occurred. The
introduction of more frequent reports would, according to AT& T, impose costly compliance
burdens and could disclose competitively sensitive information. AT& T aso notes that existing
Commission reporting requirements for carriers authorized to provide switched services over
international private lines have been widely ignored. Finally, AT&T questions how the
Commission could distinguish traffic shifts resulting from one-way bypass from those resulting
from callback, refile, or other procompetitive market changes.*®

C. Discussion

242.  The comments reflect the dilemma faced by the Commission. The provision of
switched services over private lines has strong procompetitive effects in the marketplace. Aswe
stated in the International Resale Order, amore liberal policy with respect to resale of
international private lines will alow new entities to enter the market and offer services such as
IMTS. This new entry will compel carriers at both ends of the circuit to bring their prices closer
to cost to avoid losing their current customersto resale providers.*® But at the same time, the
procompetitive effects of private line resale must be weighed against the market distorting effects
of one-way bypass.** The threat of one-way bypass of the accounting rate system cannot be
ignored. It has significant implications for competition in the U.S. market for IMTS, and
consequently, for U.S. consumers. One-way bypass exacerbates the U.S. net settlements deficit
and ultimately increases the burden on U.S. ratepayers through higher ratesfor IMTS. Contrary
to Viatel's claim, the fact that we have not had to take action against carriers for one-way bypass
in the past does not mean the concern about one-way bypass is speculative. The reason we have
been able to avoid one-way bypassin the past is our equivalency policy. That policy permits
private line resale only to countries that afford resale opportunities equivaent to those available

408 Id. at 20.
409 AT&T Reply at 49-50; see also KDD Reply at 8.
410 International Resale Order, 7 FCC Rcd at 560.

At Telia states that it has the same concern about one-way bypass in the Swedish market. Telia Comments at
3-4.
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under U.S. law. However, in our recent Foreign Participation Notice, we tentatively concluded
that it isno longer necessary to continue to apply the equivalency test to applications to provide
such service to WTO Member countries.*

243. We believe the condition we proposed in the Notice, with some modifications,
balances our desires to encourage ISR and at the same time limit the potential for one-way
bypass. Accordingly, we adopt the condition as proposed in the Notice with two modifications.
The first modification is that we will authorize carriers to provide switched services over resold
international private lines between the United States and foreign destination countries on the
condition that settlement rates for at least 50 percent of the settled U.S. billed traffic on the route
or routes are at or below the appropriate benchmark, as proposed by WorldCom. If we learn that
competition on the route in question has been distorted, i.e., carriers are engaging in one-way
bypass, we will take enforcement action. Such enforcement action may include a requirement
prohibiting carriers from using their authorizations to provide switched services over private lines
on that route until settlement rates for at least 50 percent of the settled U.S. billed traffic on the
route are at or below the level of our best practice rate of $0.08, or revocation of acarrier's
authorization.

244. Inthe Notice, we proposed to require that all settlement rates on the route in
guestion be within the benchmarks. Our proposal to require that al settlement rates on the route
be at the appropriate benchmark levels, rather than only the resale applicant's settlement rates,
was intended to address the situation where the Section 214 applicant was a pure reseller. In that
case, it would be meaningless to require a pure reseller to comply with settlement rate benchmark
conditions because a pure reseller would not have established a settlement rate with any U.S.
correspondent. Upon further consideration, however, we do not believe it is necessary to require
all settlement rates on the route in question to be within the benchmarks. Our concern, as
discussed above, is with the potential for one-way bypass and its effects on the U.S. net
settlements payment and U.S. consumers. To the extent carriers providing service outbound from
the United States have low cost aternatives to terminate their traffic on the route in question,
one-way bypass would not have a significant effect on the U.S. net settlements payment and
prices paid by U.S. consumers. We believe that any carrier or combination of carriers with 50
percent of the market for termination of outbound traffic from the United States would have
sufficient capacity to handle all traffic from U.S. carriers. Thus, even if no other carrier on the
route had settlement rates at or below the relevant benchmark, U.S. carriers would be able to
terminate all of their outbound traffic on the route with a carrier whose rates are at or below the
benchmark. Moreover, itislikely that if the settlement rates for 50 percent of the settled U.S.
billed traffic were at or below the relevant benchmark, the rates for the rest of the traffic would be
at that level also. We note that requiring settlement rates for only 50 percent of the settled U.S.

42 Foreign Participation Notice at 1 50.
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billed traffic on the route in question to be at or below the benchmarks will alleviate the concerns
stated by TNZL and Japan that facilities-based carriers could control resellers ability to provide
Services.

245.  The second modification we make to the proposed condition isto apply it to U.S.
facilities-based carriers use of their authorized private lines for the provision of switched, basic
services. Aswe stated in the Foreign Participation Notice, facilities-based private line carriers
also have the ability to distort competition on a particular route to the extent they terminate one-
way bypass traffic from aforeign carrier. Because the same concerns exist for both facilities-
based private line carriers and carriers that provide service over resold private lines, the same
condition should apply to both services. We therefore will permit carriers to use their authorized
facilities-based private lines to originate or terminate U.S. switched traffic on the condition that
settlement rates for at least 50 percent of the settled U.S. billed traffic on the route or routesin
guestion are at or below the appropriate benchmark. If we learn that competition on the route in
guestion has been distorted, i.e., carriers are using their authorized private lines to engage in one-
way bypass of the accounting rate system, we will take enforcement action as described in this
Order.

246. Wedisagree with GTE that there is no link between above-cost settlement rates
and competitive distortion from one-way bypass over facilities-based private lines. Above-cost
settlement rates create the financia incentive for carriers to avoid the settlements system by
sending traffic over private lines. We also disagree that the condition for the provision of
switched services over facilities-based or resold private lines is not necessary because market
forces are creating downward pressure on settlement rates. GTE is correct in asserting that
competitive market forces, driven in large part by the WTO Basic Telecom Agreement, are
creating downward pressure on settlement rates. However, even where there are competitive
pressures, rates are not always at cost-based levels. Moreover, many markets are still dominated
by monopoly providers.

247. Wedisagree with AT& T and MCI that we should require accounting rates to be at
the low end of the benchmark before carriers may use their authorizations to provide switched
services over facilities-based or resold private lines. Such a condition is not necessary to prevent
distortions in the U.S. market for IMTS services, and in fact, it could harm the devel opment of
further competition in that market. We believethat AT& T and MCl's proposed conditions could
effectively deter many carriers from providing switched services over facilities-based or resold
private lines. As discussed above, and as many commenters note, these services exert downward
price pressure on both ends of aroute. We should therefore encourage the development of these
services to the greatest extent possible consistent with our goal of preventing the market
distortions that result from one-way bypass.

108



Federal Communications Commission FCC 97-280

248. AT&T and MCI are correct in asserting that because the settlement rate
benchmarks are above-cost, the condition as proposed in the Notice does not completely eliminate
the incentive for carriers to engage in one-way bypass. However, the requirement that settlement
rates be at or below the relevant benchmark before carriers may use their authorizations
substantially reduces the financia incentive to engage in one-way bypass. In addition, we believe
that our authority to take enforcement action if we detect market distortion will be an effective
deterrent to one-way bypass. Finadly, to the extent incentives to engage in one-way bypass
remain, the mechanism we adopt in this Order for detecting market distortion will provide a
timely remedy. We discuss this mechanism below.

249. We adopt WorldCom's proposal that the mechanism for detecting whether there
has been competitive distortion on a particular route be based on the aggregate outbound/inbound
ratio of settled traffic on the route. Similar to WorldCom's suggestion, we will adopt a
presumption that market distortion exists, i.e., inbound switched traffic is being diverted from the
accounting rate system to facilities-based or resold private lines, if the ratio of outbound (U.S.-
billed) to inbound (foreign-billed) settled traffic increases 10 or more percent in two successive
quarterly measurement periods. For example, the presumption of market distortion would be met
if the traffic ratio at the beginning of a quarterly measurement period was 60 percent outbound
traffic and 40 percent inbound traffic and the traffic ratio at the end of the subsequent quarterly
measurement period (i.e., six months later) had changed to 65 percent outbound traffic and 35
percent inbound traffic.

250. We agree with WorldCom that a 10 percent threshold should provide sufficient
leeway in most cases for routine traffic shifts. We also believe, contrary to the concerns raised by
AT&T and KDD, that increases in the traffic imbalance due to callback, refile, or other
procompetitive market changes generally will not trigger the 10 percent threshold. In most cases,
these services would not contribute to a 10 or more percent increase in the traffic imbalance over
the course of two reporting periods. Moreover, the presumption of market distortion can be
rebutted by a showing that 10 or more percent increase in the traffic imbalance is due to factors
other than one-way bypass, such as callback.

251. Weamend our reporting requirements in Section 43.61 of our rulesto enable usto
detect market distortion.**®* Section 43.61 requires each common carrier that provides
international service between the United States and any foreign country to file an annual report.
The annual report includes actua traffic and revenue data for each service provided by a common
carrier, divided among service billed in the United States, service billed outside the United States,
and service transiting the United States. We will amend this reporting requirement to require that
quarterly traffic reports be filed by certain common carriers in addition to the annual report.

a3 See 47 C.F.R. §43.61.
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Specifically, we will require common carriers subject to the existing Section 43.61 requirements
to file traffic reports for each quarter in which their traffic meets any of the following thresholds:
(i) their aggregate U.S.-billed minutes of switched telephone traffic exceeds 1 percent of the total
of such minutes of international traffic for all U.S. carriers (as published in the most recent
Section 43.61 traffic data report);* (ii) their aggregate foreign-billed minutes of switched
telephone traffic exceeds 1 percent of the total of such minutes of internationa traffic for al U.S.
carriers, (iii) their aggregate U.S.-billed minutes of switched telephone traffic for any country
exceeds 2.5 percent of the total of such minutes for that country for all U.S. carriers; or (iv) their
aggregate foreign-billed minutes of switched telephone traffic for any foreign country exceeds 2.5
percent of the total of such minutes for that country for all U.S. carriers. Limiting the quarterly
filing requirement to carriers that meet these criteriawill reduce the burden on small carriers,
while enabling us to identify distortions in the balance of payments. The filing of these reports
also makes unnecessary the filing of the semi-annual reports we have required to be filed by
carriers providing switched services over resold private lines for the first three years following an
equivalency determination.*®

252.  Wewill require carriers that are subject to this quarterly reporting requirement to
provide the same data called for in the existing Section 43.61 reports. However, we will require
that carriers file this data only for switched facilities-based telephone services and switched
facilities resale telephone services.*® This datawill enable us to detect whether one-way bypass is
occurring. We note that some carriers may be carrying non-settled switched traffic over their
private line facilities and reporting this traffic as facilities-based switched traffic in their Section
43.61 reports. We take this opportunity to clarify that only settled traffic should be included in
the Section 43.61 reports as facilities-based switched service. We define settled traffic for
purposes of these reports as all traffic settled under an arrangement that meets the requirements of
our ISP*7 or has been approved as an alternative settlement arrangement under our Accounting
Rate Flexibility Order. Carriersthat are carrying non-settled traffic over their private line
facilities should report that traffic as switched facilities resale service.

44 Section 43.61 International Telecommunications Data, Industry Analysis Division, Common Carrier
Bureau.
a5 See generally Streamlining the International Section 214 Authorization Process and Tariff Requirements,

Report and Order, 11 FCC Rcd 12,884 (1996); Foreign Carrier Entry Order at § 170.

e Data for service classified as Service Code 1 including data categorized as billing codes 1-14, as set forth
in the Section 43.61 reporting manual. Carriers need not file data for Telegraph, Telex or miscellaneous
services, Service Codes 2, 3, and 99, respectively.

a For background on the Commission's I SP, see Implementation and Scope of the International Settlements
Policy for Parallel Routes, CC Docket No. 85-204, Report and Order, 51 Fed. Reg. 4736 (Feb. 7, 1986)
gISP Order), modified in part on recon., 2 FCC Rcd 1118 (1987&, further recon., 3 FCC Rcd 1614 C(:1988).
ee also Regulation of International Accounting Rates, CC Docket 90-337, Report and Order, 6 FCC Rcd
3552 (1991), on recon.,7 FCC Rcd 8049 (1992).
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253. Each carrier covered by this new quarterly filing requirement shall file a quarterly
traffic report with the Commission no later than April 30 for the prior January through March
quarter; no later than July 31 for the prior April through June quarter; no later than October 31
for the prior July through September quarter; and no later than January 31 for the prior October
through December quarter.*®

254. Contrary to the concernsraised by AT& T, we do not believe these quarterly
reports will be unduly burdensome. We are not changing the substance of our current Section
43.61 reporting requirement. We are simply increasing the frequency with which a subset of the
data must be consolidated and reported. Carriers subject to our Section 43.61 annual reporting
requirement should aready be collecting the data on an ongoing basis. Moreover, we believe
these traffic reporting requirements enable us to strike a reasonable balance between encouraging
entry and competition and preventing one-way bypass. With these reporting requirements, we
believeit is not necessary to adopt AT& T's proposed alternative that we grant authorizations to
provide switched services over facilities-based or resold private lines on the condition that all
accounting rates on the route in question are at or below the low end of the benchmarks. We
note AT&T's concern that more frequent traffic reporting could disclose commercially sensitive
information. We find such concerns outweighed, however, by the compelling public interest
benefits of permitting ISR once settlement rates for at least 50 percent of the settled U.S.-billed
traffic on a particular route are at or below the level of the appropriate benchmark. We aso note
AT&T's concern that many carriers do not comply with the Commission's current reporting
requirements. We emphasize that we have authority to issue fines to those carriers that do not
comply with our reporting requirements.*** We intend to enforce these requirements and will take
all action necessary to ensure that the quarterly traffic reports are filed in a timely manner.

255.  The presumption of market distortion can be rebutted by any carrier whose
authorization to provide switched services over facilities-based or resold private linesis affected
by the determination that there is market distortion. The presumption can be rebutted by a
showing that the change in the inbound/outbound ratio is caused by factors other than one-way
bypass, such as an increase in callback traffic.

256. We may make afinding that the rebuttable presumption of market distortion we
adopt in this Order has been met on our own initiative, or pursuant to a written request by any
carrier providing IMTS on the route in question. Such written requests must provide evidence

418 AT&T contends that our existing Section 43.61 traffic reports would not provide timely data to detect
market distortion because there Is a considerable lag between the end of the reporting period and the date
dataarefiled. AT& T Comments at 37-38. This concern does not apply to the new quarterly reporting
reguirement we adopt here, as data will be filed one month after the end of the reporting period.

a9 See 47 C.F.R. § 220.
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that the percentage of outbound traffic relative to inbound traffic increased 10 or more percent in
two successive measurement periods. If we find, either on our own initiative or by request, that
the presumption of market distortion has been met on a particular route, we will issue a public
notice and notify al carriers authorized to provide switched services over facilities-based or resold
private lines on that route of our finding. Commencing on the date we issue a public notice that
the presumption of market distortion has been met, carriers will be prohibited from using their
authorizations to provide switched services over facilities-based or resold lines until they comply
with our enforcement action or provide evidence sufficient to rebut the presumption of market
distortion.

257. We bedlieve that our rebuttable presumption based on a 10 or more percent change
in the inbound/outbound ratio in two successive reporting periods will detect most instances of
one-way bypass. However, it is possible that there may be instances where this mechanism for
detecting one-way bypassis not effective. For instances in which market distortion is not
evidenced by the 10 or more percent test, we may need to look at other market or individual
carrier trends, similar to our process in determining that the rebuttable presumption has been met.
We thus reserve the right to investigate other market or individual carrier trends that could
indicate one-way bypass. We may undertake such an investigation either on our own initiative or
pursuant to a written request by any carrier providing IMTS on the route in question. |If, based on
our investigation, we conclude that one-way bypass is occurring, we will issue a public notice and
notify al carriers authorized to provide switched services over facilities-based or resold private
lines on the route in question of our finding. Once we make afinding of market distortion based
on an investigation, carriers must comply with our enforcement action until they submit evidence
sufficient to rebut our finding of market distortion.

258. WorldCom and the United Kingdom suggest that we permit carriers to provide
ISR where we determine that the foreign market offers equivalent opportunities for ISR, even if
settlement rates on the route in question are not within the relevant benchmark.*®® TNZL also
urges that the Section 214 authorization conditions not apply on routes we have found to be
equivaent.*” ACC and Primus argue that we should permit ISR on any route where it would
result in market-based pricing and enhanced competition, and where it would not result in a
carrier abusing its dominant market position. ACC and Primus state that such a policy should
replace, not supplement, our equivalency policy.*? GTE, on the other hand, argues that we

420 WorldCom Comments at 19; United Kingdom Comments at 5; see also GTE Supplemental Comments at
6-7 ("At an absolute minimum," the benchmark condition "should be limited to those instances where
one-way bypass could actually occur." Thus, the condition should not apply if aforeign market would

meet the equivalency test.).
a2 TNZL Comments at 11.
42 ACC Comments at 4-5, 7-8; Primus Comments at 4-6.
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should retain the equivalency test instead of adopting the Section 214 conditions we proposed in
the Notice.*® We will consider these suggestions about retaining or replacing our equivalency
test in our Foreign Participation proceeding,** where we have sought comment on whether we
should continue to apply our existing equivalency test in light of the WTO Basic Telecom
Agreement.””® We note, however, that the Section 214 conditions we adopt in this Order may
become effective before we determine in the Foreign Participation proceeding whether to
eliminate the equivalency test. Therefore, until we issue adecision in the Foreign Participation
proceeding, carriers seeking authorization to provide switched services over facilities-based or
resold private lines must comply with both the Section 214 conditions we adopt in this Order and
our existing equivalency test. We will amend Section 63.18 of the rules to require that
applications for authority to provide switched services over resold or facilities-based international
private lines between the United States and a particular country include, in addition to the
required equivalency showing, a showing that settlement rates for at least 50 percent of the settled
U.S. billed traffic on the route in question are at or below the appropriate benchmark.*® We will
also amend Section 63.21 of the rules to set forth the conditions that we adopt in this Order for
the provision of switched services over resold or facilities-based international private lines.*?’

259. Insummary, we will condition the Section 214 authorizations of carriersto
provide switched basic services over international facilities-based or resold private lines in order
to prevent one-way bypass of the accounting rate system. Specifically, we will authorize carriers
to provide switched services over international facilities-based or resold private lines*® on the
condition that settlement rates for at least 50 percent of the settled U.S. billed traffic on the route
or routes in question are at or below the relevant benchmark adopted in this Order. If welearn
that the rebuttable presumption of market distortion, i.e., one-way bypass, has been met, we will

423 GTE Comments at 26-28.

424 For the reasons discussed in this section, however, we decline to adopt GTE's suggestion that we not adopt
the benchmarks conditions.

2 Foreign Participation Notice at 11 28-59. We progosed in the Foreign Participation Notice to eliminate
the equivalency test for the provision of switched, basic services over private lines between the United
States and WTO Member countries. Id. at 150.

426 We note that WorldCom's additional suggestion that facilities-based or resold private lines for the
provision of switched basic services also be permitted where it is already authorized as of the effective date
of thisOrder ismoot. Settlement rates on routes where | SR has aready been authorized are, or will be,
within the benchmarks we adopt here. (Settlement rates for New Zealand will be within the benchmark
range before the end of the one year transition period for upper income countries.) We will not require
any further showings from carriers on routes for which we have authorized ISR already.

a2 These rule changes are set forth in Appendix B to this Order.

428 We note that these are services interconnected to the public switched network on one or both ends.
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take enforcement action. That enforcement action may include a requirement that carriers be
prohibited from using their authorizations to provide switched services over private lines until
settlement rates for at least 50 percent of the settled U.S. billed traffic on the route are at alevel
equal to or below the best practice rate of $0.08 adopted in this Order or arevocation of carriers
authorizations to provide service. We adopt a rebuttable presumption that one-way bypassis
occurring if the percentage of outbound traffic relative to inbound traffic increases by 10 or more
percent in two successive quarterly measurement periods and reserve the right to investigate other
shifts in the inbound/outbound ratio to determine whether one-way bypass is occurring.

3. GATS Obligations
a. Notice

260. Inthe Notice, we invited parties to comment on whether our proposed Section 214
authorization conditions would be consistent with any commitments made by the United States,
including most favored nation obligations, in the event the WTO's Group on Basic
Telecommunications reached an agreement on liberalizing trade in basic telecommunications
service. Asnoted above, the WTO Basic Telecom Agreement was concluded on February 15,
1997.

b. Positions of the Parties

261. Some commenters contend that the Commission's proposed authorization
conditions would constitute barriers to entry, in violation of the U.S. General Agreement on
Trade in Services obligations.”® Japan states generally that the proposed conditions will hamper
the promotion of competition because they will make entry into the U.S. market for IMTS
difficult. In Japan's opinion, the proposed conditions are a practical barrier to entry.**® KDD
states that while it is legitimate for a country to have laws against anticompetitive conduct, it must
implement those laws on a post-entry, not a pre-entry basis.®** HKTI similarly asserts that the
proposed conditions are "market entry controls" in that they would have the same effect as
conditioning entry.**? The European Union states that the proposed conditions "may well result in

29 See General Agreement on Trade in Services, April 15, 1994, Marrakesh Agreement Establishing the
World Trade Organization, Annex B, 33 1.L.M. 1167 (1994) (hereinafter "GATS").

=0 Japan Comments at 2; see also Telefonica de Espafia Reply at 17-18. GTE makes the same claim with
respect to the proposed condition for the provision of switched services over resold private lines. GTE
Comments at 32.

L KDD Reply at 17; Viatel July 11, 1997 Ex Parte at 7.
a2 HKTI Reply at 6.
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adisguised market access barrier detrimental to competition by imposing constraints more
burdensome than necessary on carriers seeking access to the U.S. market."** The European
Union further states that we have not provided a clear and transparent definition of market
distortion that would justify imposing the conditions.”**

262. Japan aso argues that "only foreign-related carriers are subject to the benchmark
condition” for facilities-based service to affiliated markets. Japan thus concludes that the
condition could be inconsistent with the national treatment principle of the GATS.** GTE
similarly argues that the condition would treat foreign-affiliated carriers differently and concludes
that this would be a violation of the MFN principle of the GATS.** Telefénica de Espaia
contends that both conditions would discriminate among services and service suppliers of different
countriesin violation of the U.S. MFN obligation because they would restrict IMTS on routes
with settlement rates not in compliance with the benchmarks.**’

263. Some commenters assert that the Commission's concerns about anticompetitive
behavior can be met by less restrictive means. With respect to the proposed conditions for
authorizations to provide facilities-based service to affiliated markets, Japan argues that cross-
subsidization can be avoided by less restrictive measures such as "proper application of
regulations on users rates."**® Japan further argues that the concern about one-way bypass should
only be atemporary problem, if one at all, between liberalized countries. Thus, it argues,
"excessive government intervention" should be avoided.”*® GTE argues that the concern about
one-way bypass could be addressed in a less burdensome manner than the condition we proposed
in the Foreign Participation Notice for the provision of switched services over facilities-based
private lines. GTE proposes that we require U.S. facilities-based carriersto furnish the
Commission with sufficient information about traffic volumes and revenues on private lines for
switched services and any impact on settlements and prices to permit us to make a judgment

433 European Union Comments at 4.
~ Id. at 5.
ol Japan Comments at 4; see also HKTI Reply at 6 (conditions would discriminate among providers of

similar services from different countries).

% GTE Comments at 30; see also Telefénica de Esparia Reply at 10-11, 15 (condition would violate both
MFN and national treatment obligations because it would be far more likely to apply to foreign-owned
carriers than U.S.-owned carriers).

a8 Telefénica de Espafia Reply at 10-11.
438 Japan Comments at 3.

= Id.
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about actual competitive harm resulting from one-way bypass.*® AT&T disagrees, arguing that
the traffic reporting requirements advocated by GTE would be unduly burdensome.*** Viatel
asserts that to the extent the Commission is concerned about one-way bypass, it should limit its
proposed condition to U.S.-inbound services where the U.S. end is open to the PSTN.*#2

C. Discussion

264. The GATS imposes a number of obligations on WTO Members. All WTO
Members are required to accord MFN treatment to like services and service suppliers of al other
WTO Members, no matter what specific commitments a Member has made. MFN is essentialy a
nondiscrimination rule that requires each WTO Member to treat like services and service suppliers
from al other WTO Members similarly.**® Asaresult of the WTO Basic Telecom Agreement,
many Members, including the United States, also took on national treatment obligations. National
treatment is a nondiscrimination rule that requires aWTO Member to treat like services and
service suppliers from other WTO Members asiit treats its own services and service suppliers.*
The GATS also requires measures related to domestic regulation to be reasonable, objective,
impartial, and transparent.** All WTO Members retain the right under the GATS to maintain
laws or regulations to protect competition in their markets, as long as the laws or regulations are
applied in amanner consistent with the provisions of the GATS.** Our Section 214 authorization
conditions are consistent with these obligations. They are reasonable measures based on objective
analysis designed to protect competition in the U.S. market for IMTS, and they apply to all
carriers providing service in the United States.

265. The Section 214 authorization conditions apply to al U.S. carriers, whether U.S.
or foreign-owned, and apply to al routes. Contrary to the arguments of GTE and Japan, all
facilities-based carriers operating in the United States would face the same conditions on service

440 GTE Supplemental Comments at 8.
aa AT&T Supplemental Reply at 3.
a2 Viatel July 11, 1997 Ex Parte at 8.

a3 Article Il of the GATS requires WTO Member countries to accord "service and service suppliers of any
otﬂer Member treatment no less favorable than that it accords to like services and service suppliers of any
other country."

a4 See GATS art. XVII.
445 See GATSarts. 1, VI.

446 In this regard, we agree with Telefénica de Espafia that Article VI of the GATS does not provide an
exception to other GATS obligations. Telefdnica de Espafia Reply at 20.
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to routes on which they have affiliation on the foreign end. Similarly, the resale condition applies
to dl carriers, U.S. or foreign-owned, seeking to provide switched services over resold
international facilities-based or private lines. Moreover, contrary to Telefonica de Espaias
argument, the conditions do not discriminate among services and service suppliers of different
countries or discriminate in favor of U.S.-owned service suppliers. The conditions apply equally
to all routes. The fact that the universally-applied conditions may be met on some routes and not
on others does not mean that the conditions are inconsistent with our MFN and national treatment
obligation.

266. We disagree with commenters who assert that our benchmarks conditions are
more burdensome than necessary and are an effective barrier to entry. We believe that the
conditions we adopt in this Order are necessary to protect competition in the U.S. market for
IMTS. Asdiscussed above, above-cost settlement rates create a potential for distortion in the
U.S. market. These are not merely hypothetical distortions. Moreover, contrary to the European
Union's assertions, we have clearly defined market distortion in both the facilities-based and resale
context.*” We have shown that the collection of above-cost settlement rates gives foreign-
affiliated carriers the ability to price below the level of its costs on affiliated routes. We have aso
shown that the above-cost accounting rate system creates the potential for one-way bypassif a
carrier outside the United States is able to send its switched traffic over private linesinto the
United States, but carriers in the United States must continue to send their traffic over the
accounting rate system. Consistent with our GATS obligations, we are taking measures to
protect competition in the U.S. market by adopting authorization conditions to prevent these
market distortions created by above-cost settlement rates.

267. Japan argues that anticompetitive behavior in the market for facilities-based
services could be avoided by "less restrictive measures' such as rate regulation.**® We disagree.
We do not believe that regulation of end-user rates is a less restrictive measure than the conditions
we adopt in this Order. In fact, rate regulation is extremely burdensome and would require
extensive cost data from al carriers providing service in the U.S. market, including foreign-
affiliated carriers. Viatel contends that if we believe we must address the concern about one-way
bypass, we should limit our Section 214 condition to U.S.-inbound services wherethe U.S. end is
open to the public switched network. We do not believe that such a condition would effectively
address the concern about one-way bypass because it would be difficult to monitor carrier's traffic
flows with such alimited condition. Once a carrier starts providing service, it is difficult to detect
whether the carrier is providing inbound or outbound services only. We also disagree with GTE's
claim that harm from one-way bypass can be avoided by requiring U.S. carriersto file information

a7 See Sections 11.C.1 and I1.C.2,, supra.
448 Japan Comments at 3.
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that would enable us to determine whether such harm has actually occurred. We do not believe
this approach would be sufficient to address our concern. One-way bypass can substantially
increase the U.S. net settlements deficit in avery short period of time. Thus, to the extent
possible, we believe we must eliminate the incentive of carriersto engage in one-way bypass. The
Section 214 authorization condition we proposed in the Notice substantially reduces foreign
carriers incentive to engage in one-way bypass by eliminating the financia advantages of doing
so. We believeit is appropriate, and consistent with our right under the GATS to maintain
reasonable measures to prevent market distortions in order to protect competition in the U.S.
market. Our condition for the provision of switched services over facilities-based and resold
private lines represents a reasonable balance between encouraging private line services and
preventing distortions in the U.S. market.

D. Effect of Settlement Rate Savings on U.S. Consumers
1. The Notice

268. We sought comment in the Notice on how to encourage U.S. carriers to reflect the
reductions they receive in their settlement rates in their prices to consumers. We stated that our
goal in reforming the settlement rate system was to provide U.S. consumers with just and
reasonable rates for IMTS service. We noted that reductionsin U.S. international carriers rates
to reflect settlement rate reductions would stimulate calling volume. We said that not only would
this benefit U.S. international carriers by increasing their collection revenues, but also would
benefit foreign carriers because they could offset lower settlement rate levels with an increase in
the number of minutes terminated.**

2. Positions of the Parties

269. Many foreign commenters argue that we should focus on collection rates rather
than settlement rates.**® They argue that high U.S. collection rates deter outbound calling and
reduce the ratio of outbound to inbound calls to the detriment of foreign carriers. Severd
commenters contend that U.S. international carriers have not passed on settlement rate reductions
to consumers in the past and there is no assurance that any reduction in settlement payments that
results from adoption and enforcement of benchmarks will be passed on to U.S. consumers.***

449 Notice at 1 91.

450 See, €.9., Telefénica de Espafia Comments at 29-32; Singapore Tel Comments at 10; Telstra Comments at
5; Telmex Comments at 14; HKTI Reply at 21; Telekom Malaysia Reply at 3.

ot TSTT Comments at 5; HKTI Comments at 11; GTE Reply at 18-19; Panama Reply at 8-10; Singapore
Telecom Reply at 10-11; IDC Comments at 6; see also Letter from Tom Bliley, Chairman, John Dingell,
Ranking Democratic Member, W.J. "Billy" Tauzin, Chairman, Subcommittee on Telecommunications,
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Many of these commenters urge us to require that U.S. international carriers pass on any
reductions in settlement ratesto U.S. consumers.®®* Telstra recommends that we require U.S.
international carriers to report to us annualy the average tariffed rates for IMTS on July 31 and
December 31 for the top fifty routes on which U.S. international carriers have settlement
deficits.*® Some carriers argue that we should regulate the level of U.S. carriers' rates for
international services. For example, KDD states that we should require U.S. carriers to offer
rates for international direct dial service that are no higher than the applicable rates they would
charge to their callback customersin aforeign country for calls to the United States.** AT&T
states that it will ensure that net savings in settlement costs are passed on to U.S. consumers.*®
WorldCom argues that a mandatory flow-through requirement is unnecessary in the "highly
competitive" U.S. telecommunications market -- especially in the markets for carrier-to-carrier
and commercia services.*®

3. Discussion

270. We agree with those commenters that contend U.S. consumers should benefit from
the settlement rate reductions that result from our adoption and enforcement of settlement rate
benchmarks. We expect that settlement savings as aresult of the rules we adopt here will be
substantial and will therefore significantly lower U.S. carriers cost of providing IMTS. However,
we disagree with those commenters that argue that competition in the U.S. market for
international services may be insufficient to ensure that settlements savings are fully reflected in
reduced collection rates. Aswe noted in the AT&T International Nondominance Order,
competition in the U.S. market for IMTS is not as robust as we would like.**” However, we

Trade and Consumer Protection, Michael G. Oxley, Chairman, Subcommittee on Finance and Hazardous
Materials, Committee of Commerce, U.S. House of Representatives, to Reed E. Hundt, Chairman, Federal
Communications Commission, dated January 29, 1997 (" The Commission’'s work to reduce settlement
ratesto cost is vitally important to U.S. consumers. . . [t]herefore, we intend to monitor whether
settlement rate reductions are resulting in consumer price reductions.”).

52 See, e.g., HKTI Comments at 21.

453 Tel st;a Comments at 5 (recommending that the first report to us should include data for the previous five
years).

o KDD Comments at 10.

45 AT&T "commitsto reduce its U.S. international ratesto reflect fully AT& T's net settlement cost

reductions resulting from the Commission's enforcement of new benchmarks." AT&T Reply at 25.
4% WorldCom Reply at 7-8.

a7 In the Matter of Motion of AT& T Corp. to be Declared Non-Dominant for International Service, Order,
FCC 96-209 at 1 85 (rel. May 14, 1996) ("AT&T International Nondominance Order™").
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anticipate that the U.S. market for IMTS will become increasingly competitive as aresult of the
WTO Basic Telecom Agreement. The Section 214 authorization conditions we adopt here will
help promote further competition in the U.S. market for IMTS by addressing potential market
distortions created by above-cost settlement rates. Moreover, the eventual entry of new entrants
such as the Bell Operating Companies into the international services market will further increase
competition. We believe that we should, to the extent possible, preserve the ability of U.S.
carriers to make pricing decisions in response to these competitive market forces. We thus find
that it is not in the public interest at this time to mandate a particular approach U.S. carriers
should take to pass through to consumers reductions in net settlements that occur as aresult of
the settlement rate benchmarks we adopt in this Order.

271. We are committed to ensuring that U.S. consumers receive the full benefits of
settlement rate savings. We will therefore monitor closely carriers prices to ensure that the U.S.
market for IMTS is sufficiently competitive and carriers are passing on to U.S. consumers the full
extent of savingsin net settlements that occur as a result of the benchmarks we adopt here.*® If,
in the future, there is evidence that U.S. consumers are not receiving the full benefits of settlement
rate savings, we will review the performance of the U.S. market for IMTS to determine whether
we should revisit our conclusion that the market is sufficiently competitive to ensure that carriers
pass settlement savings on to consumers.

272.  We expect to see U.S. carriers pass on to consumers the savings in net settlements
payments on a route-by-route basis because settlement costs, and consequently, savings, are
incurred on aroute-by-route basis. U.S. customers that make calls on routes on which foreign
carriers lower their settlement rates should enjoy the benefits of such reduced rates. Moreover, a
route-by-route pass through of net settlement savings would provide incentives for foreign
carriers to reduce their settlement rates. Thisis because aroute-by-route pass through of net
settlement savings would ensure that foreign carriers that reduce their settlement rate with U.S.
carriers enjoy the benefits of stimulated demand that results from lowered collection rates.
Without a flow-through of net settlement savings on aroute-by-route basis, traffic on such routes
could remain static if U.S. carriers apportion settlement savings from such routes to other routes.

273. Inreviewing the experience of the past several years, it appears that competition in
the U.S. market for IMTS has caused U.S. carriers to direct the cost savings they have realized
from settlement reductions more toward higher-volume residential customers than toward basic
rate customers. We are concerned that competition alone will not produce lower rates for low-
volume residential customers taking service from basic rate schedules. Therefore, in our

48 Telstra suggests that we monitor collection ratesfor IMTS. Telstra Reply at 3-4. The Commission has
moved away from arate-of-return regulatory regime to aregime that relies on a price cap methodology for
dominant carriers provisioning interstate and international services. We thus decline to adopt KDD's
suggestion that we regulate the rates charged by U.S. international carriers.

120



Federal Communications Commission FCC 97-280

monitoring of U.S. carriers collection rates, we will pay particular attention to whether U.S.
carriers pass on net settlement savingsto residential basic rate schedules.

274. Many of the commenters that argue that reductions in settlement rates have not
resulted in commensurate reductions in collection rates compare reductions in the nominal
settlement rate (i.e., the per minute settlement rate level) to collection rates.®® Thisis, however,
an inappropriate comparison because the proper basis for calculating any pass through of savings
isthe net settlement payment.*® When a settlement rate is reduced, carriers settlement savings
are not equal to the reduction in the per minute settlement rate times the volume of traffic on the
affected route. Rather, because settlement payments are made on a net basis, settlement savings
on each route are reflected in the reduction of net settlement payments.®®* Thus, in determining
whether U.S. carriers have passed settlement savings on to consumers, we will take into account
reductionsin net settlements, not reductionsin the level of settlement rates.

E. Legal Basis For Establishing Benchmark Settlement Rates
275. Asnoted above, we conclude that we have the authority under the Act, relevant

case law, and international regulations to adopt settlement rate benchmarks. In this section, we
respond to the legal arguments of the commentersin detail.

459 GTE Reply at 19; KDD Reply at 7-8; Telefénica de Espafia Comments at 27.

0 We note that many commenters compare settlement rate reductions to basic collection rate schedules.
Thisis also an inappropriate comparison because al carriers offer discount plans that are not reflected in
the basic rate schedule. As AT&T notes, rates under these discount plans have in many cases been
reduced.

a6t At settlement, each carrier nets the minutes of service it originated against the minutes the other carrier

originated. The carrier that originated more minutes of service pays the other carrier a net settlement
payment calculated by multiplying the settlement rate by the number of imbalanced traffic minutes. KDD
objects to the characterization of the settlements process as a netting system. It states that on most routes,
U.S. and foreign carriers calcul ate settlement obligations for every minute of traffic, not just the
imbalanced minutes. KDD Reply at 5. While this may be true as a matter of pricing strategy, as KDD
notes, the actual payment from one carrier to another, and thus any savings from settlement rate
reductions, reflects a netting of the respective amounts due between carriers.
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1. The Communications Act and Relevant Case Law

a. Jurisdiction Over Foreign Communication that Originates or
Terminates in the United States

i. Positions of the Parties

276. U.S. carriers generaly agree that the Act gives us the statutory authority to adopt
our benchmarks proposals.®? Specifically, AT& T and Sprint argue that Section 2(a) of the Act
gives usjurisdiction over "al interstate and foreign communication by wire or radio."** Sprint
notes that Section 3(17) of the Act defines "foreign communication” as "communication to or
from any place in the United States to or from a foreign country."*** Sprint contends that,
because traffic settled under accounting rates either originates or terminates in the United States,
it squarely falls within the Act's definition of "foreign communication” as that term is used in
Section 2(a).*®

277. Other commenters, including many foreign carriers and governments as well as
GTE, argue that, despite the language of the Notice, we are attempting to exercise jurisdiction
over the foreign end of international telecommunications services.*® Telefonica de Espaia argues
that Section 2(b) of the Act expresdy prohibits us from exercising jurisdiction over a carrier
"engaged in interstate or foreign communication solely through physical connection with the
facilities of another carrier not directly or indirectly controlling or controlled by, or under direct or
indirect common control with such carrier."*’ Cable and Wireless notes that we have previously
acknowledged that the Act generaly limits our jurisdiction over international telecommunications
servicesto the U.S. end of the service only.*® It claims our benchmarks proposals would exceed
thisjurisdiction by effectively dictating the rates aforeign carrier could charge to terminate U.S.-

62 See, e.g., AT& T Comments at 46-58; Sprint Reply at 3-5.

463 AT&T Comments at 47; Sprint Comments at 5.
54 :

Sprint Comments at 5.
“ .

466 See, e.g., Cable & Wireless Comments at 6; GTE Comments at A-17; HKTI Comments at 21-22; KDD
Comments at 2-7; Panama Comments at 18.

a7 Telefénica de Esparia Comments at 11-12.

468 Cable & Wireless Reply at 3-4. See also KDD Comments at 5-6.
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billed international switched traffic in its own country.®®® GTE and Telefénica de Espaiia argue

that a showing of an affirmative Congressional intent to apply the Act's enforcement provisions
extraterritorially is necessary to overcome the presumption against such extraterritorial effects of
legisation. They contend that no provision of the Act shows an intent by Congress to do so.*”°
KDD argues that we do not have authority to adopt the benchmark settlement rates because their
adoption would not afford aforeign country the same degree of regulatory authority as we would
be exercising over settlement rates.*”*

il. Discussion

278. This proceeding continues our more than sixty years of regulatory oversight of
international settlement arrangements.*”> We initially conclude that the Act provides us with the
authority to reform U.S. carrier participation in international settlement rate practicesin the
manner we adopt in this Order.*”® In Sections 1 and 2(a) of the Act, Congressindicated its
affirmative intent to give us jurisdiction over "al interstate and foreign communication by wire or
radio . . . which originates and/or is received within the United States.. . . ."** Such an
affirmative Congressional intent to give us jurisdiction over "foreign communication” overcomes
the general presumption against the extraterritorial effect of a statute argued by GTE and

469 Cable & Wireless Reply at 3-4. Cable & Wireless argues the basis for our contention that we are directing
the benchmarks proposals only at U.S.-licensed carriers is unclear since the cost issues (and possible
hearings) relevant to the proposed benchmarks involve foreign rates. Id. at 7. See also Philippines
Comments at 29 (stating that "even in the [U.S.] domestic arena, the ability to secure recovery of joint and
common costs from aéparticular service has been (and remains today) basically a policy decision” outside
our jurisdiction); Telerdnica del Perd Comments at 6-8 (arguing that there is no way to invalidate the
terms of abilateral settlement rate agreement without exercising jurisdiction over both the U.S. carrier
and the foreign correspondent).

470 GTE Comments at A-12 (citing Equal Employment Opportunity Comm'n v. Arabian Am. Oil Co., 499
U.S. 244 (1991)). See also Telefonica de Espafia Reply at 26.

s KDD Reply at 21.

472 See Mackay Radio and Telegraph Company, Inc., 2 FCC 592 (1936), aff'd by the Commission en banc, 4
FCC 150 (1937); aff'd sub nom. Mackay Radio and Telegraph Co. v. F.C.C., 97 F.2d 641 (D.C. Cir.
1938); Regulation of International Accounting Rates, Report and Order, 6 FCC Recd 3552 (1991);
Regulation of International Accounting Rates, Second Report & Order and Second Further Notice of
Proposed Rulemaking, 7 FCC Rcd 8040 (1992).

73 As ageneral matter, GTE argues that the Notice is"procedurally flawed" in that its "conclusory listing" of
Sections 1, 4(i), 201-205 and 303(r) of the Act as a basis for our authority to establish and enforce
settlement rate benchmarks "is awholly insufficient discussion of a crucial issue." GTE Reply at 11-12.
We disagree. Paragraph 19 of the Notice clearly placed GTE and other interested parties on notice that
we might, aswe in fact do, primarily rely on those sections as the statutory basis to apply settlement rate
benchmarksto U.S. international carriers. Thereisno legal requirement for a more detailed discussion.

ar 47 U.S.C. § 152(a); see also United States v. Weiner, 701 F. Supp. 14, 17 (D. Mass. 1988), aff'd, 887 F.2d
259 (1st Cir. 1989); RCA Communications, Inc. v. United States, 43 F. Supp. 851 (S.D.N.Y. 1942).
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Telefonica de Espaiia*® "[F]oreign communication," asthat term is defined in the Act, refersto
"communication from or to any place in the United States to or from a foreign country."*"
International telecommunications services that are settled under a settlement rate agreed to by a
U.S. carrier and its foreign correspondent clearly fall within the definition of "foreign
communication” used in the Act because such telecommunications services either originate or
terminate in the United States.

279. Therules adopted here do not constitute the exercise of jurisdiction over foreign
carriers. Instead, we establish in this Order the rate at which a settlement rate agreed to by aU.S.
carrier satisfies that carrier's obligation to comply with the "just and reasonable” requirements of
Sections 201 and 205. Assuch, it isadirect constraint on our U.S. carriers. Where U.S. carriers
and their foreign correspondents cannot agree to a settlement rate that falls at or below the
relevant benchmark, we will use our powers under the Act to take enforcement actions that will,
as proposed in the Notice, "apply to U.S. carriers within our jurisdiction, not to their foreign
correspondents."#’’

280. We have taken similar action to ensure that a carrier does not pay excessively for
an individual component of an end user rate where one of the partiesto the transaction fals
outside of our jurisdiction. Under our rate-of-return regulation of AT& T, we made sure that
AT&T did not pay an unreasonable amount for goods it purchased from its Western Electric
affiliate without ever exercising jurisdiction over the latter.*”® There, we disallowed "from
AT&T'sinterstate rate base the relevant portions of any excess earnings Western receives from
saesto the Bell System."*”® We have taken a similar approach here by restricting what U.S.
international carriers can pay for a service provided by aforeign carrier that falls outside of our
jurisdiction. Obvioudly, in the context of international telecommunications services, our actions
will have an indirect effect on foreign carriers. Such services, by their very nature, require one
end of the communication to be handled outside of the United States, and thus rules regarding the
U.S. end of the communication may have an impact on the foreign end as well.

4 See Foley Bros., Inc. v. Filardo, 336 U.S. 281, 284-85 (1949); see also Hartford Fire Insurance Co. V.
Califsjrma et al., 509 U.S. 764 (1993); United States v. Aluminum Co. of America, 148 F.2d 416 (2d Cir.
1945).

475 47 U.S.C. § 153(17).
ar Notice at  89.
478 AT&T, 64 FCC 2d 1, 80 (1977).

e Id. We also stated that we would consider disallowances from AT& T's interstate rate base "if price
comparisons using competitive benchmarks show ‘overpayment’ by AT&T for any equipment.” Id.

124



Federal Communications Commission FCC 97-280

281. Anindirect effect on foreign carriers does not preclude us from adopting
settlement rate benchmarks. In RCA Communications, the District Court for the Southern
District of New Y ork reviewed a Commission order involving the ratio between the charges for
handling "Urgent" and "Ordinary" telegraph messages.”® International agreements had
established the charges for "Urgent” messages at twice the level of those for "Ordinary" messages.
We directed RCA Communications and other telegraph companies to cease and desist from the
practice of charging amounts for "Urgent" messages "which bear any greater ratiothan 1 1/2to 1
to the charges for Ordinary . . . messages, respectively."*" The court held that, although our
order indirectly affected foreign carriers, "it operate[d] directly only on persons within the United
States and an indirect effect on outsiders d[id] not militate against its validity."*** We reach the
same conclusion here.

b. Application of Section 201's "'Just and Reasonable™
Requirement to Accounting Rates

i. Positions of the Parties

282. AT&T arguesthat U.S. carriers settlement arrangements with foreign
correspondents clearly constitute "practices’ and "charges' for and in connection with "foreign
communication by wire or radio” subject to Section 201's "just and reasonable" requirement.*®
Opponents of our benchmarks proposals contend that, even if we are exercising jurisdiction only
over U.S. international carriers as we have stated, the Act does not authorize us to adopt
benchmark settlement rates. GTE and Telefonica de Espafia argue that, while Section 201
generaly gives us the authority to regulate intercarrier charges where both carriers are subject to
our jurisdiction, the second proviso of Section 201(b) limits our authority with regard to
international settlement rate agreements. GTE states that this authority is "narrower than the
authority to determine whether U.S. carriers charges or other practices are 'just and reasonable

480 RCA Communications, Inc. v. United States, 43 F.Supp. 851, 854 (S.D.N.Y. 1942).

8L Id.
e Id. at 854. We note also that in an interdgf)_end_ent world economy, significant national regulations and
policies for major markets have substantial indirect effects on other countries. Asin this case, those

unilateral choices can enhance global welfare. However, as a practical matter, countries look to seeif they
can find common approaches when possible. Thisiswhy we welcome continuing multilateral discussions
of reform. The classic economic study of interdependence is Richard Cooper, The Economics of
Interdependence (New York: McGraw Hill, 1971).

a3 AT&T Comments at 46-47 (noting that Section 201ﬁb) authorizes the Commission to "prescribe such
rules and regulations as may be necessary in the public interest to carry out the provisions of [the] Act").
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under the main body of Section 201(b)."*** Both GTE and Telefonica de Esparia assert that
Section 201(b) limits our authority to determine whether settlement rate agreements are contrary
to the public interest and does not extend to the authority to prescribe or otherwise modify
contract terms.®®® Argentina Telintar argues that the second proviso of Section 201(b) does not
apply to contractual relations where one carrier compensates another for carrying its traffic in
order to complete international calls. Argentina Telintar states that the plain meaning of the term
"exchange of services' in Section 201(b) is a"barter arrangement or provision of one servicein
exchange for another service."*®

il. Discussion

283. Section 201 of the Act requires that "al charges, practices, classifications, and
regulations for and in connection with [interstate or foreign communication by wire or radio] shall
be just and reasonable . . . ." We find that, because an accounting rate is the charge negotiated
between a U.S. international carrier and its foreign correspondent for handling one minute of
international telephone service, the plain language of Section 201 gives us jurisdiction over such
charges. "Charges' and "practices,” as those terms are used in the Act, refer to more than just the
end charges to customers. In Louisiana Public Service Commission v. FCC, the United States
Supreme Court rgjected such a narrow reading of the words "charges,” "classifications," and
"practices" in Section 2(b) of the Act, finding that such terms encompassed depreciation.*®
Similarly, we conclude that a U.S. international carrier's agreement to a particular settlement rate
constitutes a "practice," as well as perhaps a"charge" subject to the just and reasonable
requirement of Section 201. Section 201(b) declares any "charge" or "practice” that is"unjust or
unreasonable . . . to be unlawful ."*®

284. We disagree with those commenters that argue that Section 201(b)'s requirement
that "[a]ll charges, practices, classifications, and regulations for and in connection with [interstate
or foreign communication by wire or radio] be just and reasonable"*®° excludes "charges' and
"practices" agreed to by a U.S. international carrier in the form of an above-cost accounting rate

a8 GTE Comments at A-12. See also Telefénica de Espafia Reply at 26-27.

85 GTE Comments at A-15; Telefonica de Espafia Reply at 27-28.

486 Argentina Telintar Comments at 27.

a1 See Louisiana Public Service Commission v. FCC, 106 S.Ct. 1890, 1900-01 (1986).
48 47 U.S.C. § 201(h).

9 47 U.S.C. § 201(b) (emphasis added).
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just because the other party to the contract is aforeign carrier.*® As discussed above, the Act
defines "foreign communication” to include international telecommunications services that are
settled under an accounting rate where such services either originate or terminate in the United
States. "Foreign communication” by its very nature requires one end of the communication to be
handled outside of the United States, and thus rules regarding the U.S. end of the communication
may have an impact on the foreign end aswell. The reading of Section 201 suggested by some
commenters would effectively negate Congress inclusion of "foreign communication” in Section
201.

285. Moreover, we do not believe that the second proviso of Section 201 applies to
settlement agreements between a U.S. international carrier and its foreign correspondent.** That
proviso states that "nothing in this Act . . . shall be construed to prevent a common carrier subject
to this Act from entering into or operating under any contract with a common carrier not subject
to this Act, for the exchange of their services, if [we are] of the opinion that such contract is not
contrary to the public interest."**? Congress designed the proviso, taken from the Interstate
Commerce Act, to legitimize arrangements between telegraph carriers and railroads for the
provision of free services to each other. Asthe Supreme Court has held, "'exchange' is barter and
carries with it no implication of reduction to money as a common denominator."**® A settlement
agreement between a U.S. carrier and its foreign correspondent does not involve any type of
barter arrangement or provision of one service in exchange for another. Instead, the agreed-upon
settlement rate sets the monetary amount to be paid each carrier for handling one minute of
international telephone service. Thus, we agree with Argentina Telintar that such an agreement
does not constitute a "contract . . . for the exchange of services' covered by the second proviso of
Section 201(b). Evenif that proviso did apply to a settlement rate agreement, the language of the
proviso "seems clearly to give us the authority to measure any applicable contract against the
public interest and nullify or modify those that are found wanting."**

490 GTE Comments at A-12. See also Telefénica de Esparia Reply at 26-27.

a0t See The Western Union Telegraph Co.: New Telex Service Arrangements Via Mexico and Canada,
Memorandum Opinion and Order, 75 FCC 2d 461, n.13 (1979), vacated on other grounds sum nom. ITT
World Communications v. FCC, 635 F.2d 32 (2nd Cir. 1980).

2 47 U.S.C. § 201(b)(emphasis added).

493 See Postal Telegraph-Cable Co. v. Tonopah and Tidewater Railroad Co., 248 U.S. 471, 475 (1919). See
also H.R. Rep. No. 1850, 73d Cong., 2d Sess. 5 (1934). Our Rules also distinguish exchange of services
agreements from settlement rate agreements. See 47 C.F.R. 88 43.51(a)(1) & (2).

a04 Interconnection Facilities Provided to the International Record Carriers, Final Decision and Order, 63
FCC 2d 761, 766 (1977) ("IRC Interconnection Order").
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286. Aswe note above, in recent years, a multilateral consensus has developed that the
traditional accounting rate system must be reformed in part because it results in settlement rates
that are substantially above costs.**®> To the extent that the above-cost portion of settlement rates
paid by U.S international carriersto their foreign correspondents leads to those settlement rates
being "unjust or unreasonable,”" Section 201 requires us to declare such "charges' or "practices’
unlawful. Settlement rates are in most cases substantially above cost-based levels because
effective competitive market conditions do not exist in many foreign markets at thistime. The
lowest prevailing settlement rate between the United States and a carrier in a competitive overseas
market is $0.08.*° Y et, the average settlement rate U.S. carriers pay their foreign correspondents
is approximately $0.35.%" The benchmark settlement rates we adopt in this Order place a cap on
the amount that U.S. international carriers can pay to their foreign correspondents to terminate
U.S.-originated traffic. These benchmarks reduce the above-cost portion of settlement rates, but
do not eliminate it entirely. In the discussion of our prescription of our benchmarks settlement
rates under Section 205 below, we analyze in detail why the benchmark settlement rates we adopt
in this Order represent the highest amount at which we consider a settlement rate to be
presumptively just and reasonable. We find that any settlement rates that exceed the relevant
benchmark constitute an unjust and unreasonable "charge" or "practice” under Section 201. Asa
result, we declare settlement rates in excess of the relevant benchmark to be unlawful and not in
the public interest.

C. Section 205 Authority to Set Settlement Rate Benchmarks
I Positions of the Parties
287. Finding settlement arrangements subject to our regulation, AT& T and Sprint argue
that we have the power under Section 205 "to determine and prescribe what will be the just and

reasonable charge . . . and what classification, regulation, or practiceis or will be jugt, fair, and
reasonable."*® Argentina Telintar, however, argues that Section 205 only authorizes us to

4% See, e.g., ITU-T Recommendation D.140, "Accounting Rate Principles for International Telephone
Services," Geneva (1992) (callinfg for cost-based, nondiscriminatory and transparent accounting rates).
While we support multilateral efforts to reform the global accounting rate system, we limit our statutory
analysis here to those settlement rates paid by U.S. international carriersto their foreign correspondents.

4% See Section I1.B.3., supra.
a9 This average settlement rate is aweighted average based on the total minutes of U.S.-outgoing traffic.

498 AT&T Comments at 47; Sprint Comments at 6-7.
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prescribe the rates those domestic carriers subject to our jurisdiction may charge their customers,
not the prices that a U.S. carrier charges its foreign supplier.*®

288. AT&T statesthat our power under Section 205 includes the authority to order a
carrier to "cease and desist" where we find that a charge or practice violates the Act.>® Sprint
contends that, while we cannot require aforeign carrier to agree to a particular settlement rate,
we can find that aforeign carrier's refusal to exchange traffic at that rate renders the service
provided by the U.S. carrier contrary to the public interest. In that circumstance, Sprint argues
that we can refuse to allow a U.S. carrier to exchange traffic with the foreign carrier.>*

289. Sprint does state, however, that the lack of cost datain the record could make it
difficult to sustain a prescription of a particular benchmark rate or range of rates.>® Sprint argues
that we could use benchmarks as "presumptively reasonable settlement ratesand . . . afford the
public, including any foreign carriers who might be affected by such a prescription, an opportunity
to rebut this presumption of reasonableness."** Sprint contends that such an approach would be
similar to one implemented by the former Federal Power Commission ("FPC") for prescribing
natural gas rates based on composite cost data and ultimately upheld by the Supreme Court in the
Permian Basin Area Rate Cases.®® Cable & Wirelessand KDD contend that, while the FPC in
Permian Basin lawfully prescribed natural gas rates based on composite cost data, we do not
have any data, composite or otherwise, on the costs incurred by foreign carriers in terminating
international switched traffic.>®

il. Discussion

290. Wefind that Section 205 of the Act gives us the authority to require U.S.
international carriersto pay settlement rates at or below the relevant benchmark that we adopt in

499 Argentina Telintar Comments at 28-29.

50 AT&T Comments at 47.

sot Sprint Comments at 7.
%02 Id. at 13.
503 Id. at 19. Sprint goes on to argue that, if an interested party failsto rebut the presumption, then we could

Br@cri be a settlement rate for use by a U.S. carrier or require the use of that settlement rate on an interim
asis pending further negotiations. 1d.

04 390 U.S. 747 (1968).

508 Cable & Wireless Reply at 6-7; KDD Comments at 23-24.
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this Order.>® We disagree with Argentina Telintar that Section 205 only gives us authority to
prescribe the rates that U.S. international carriers charge their customers and not the charge that a
U.S. carrier agreesto pay its foreign correspondent for handling one minute of international
telephone service.™ For the same reasons discussed in our analysis of Section 201 above, we
find that an accounting rate constitutes a "practice” or "charge" under Section 205. As such, we
have the authority to "determine and prescribe what will be the just and reasonable charge or the
maximum or minimum or maximum and minimum charge or charges to be thereafter observed,
and what . . . practiceis or will be just, fair, and reasonable, to be thereafter followed . . . "%
Section 205 authorizes such action "under order for investigation and hearing made by [us] on
[our] own initiative.">® Under the Sierra-Mobile doctrine, established by judicial decisions
interpreting analogous provisions of the Federal Power Act and the Natural Gas Act, we find that
we have the "undoubted power" to prescribe a change in contract rates -- such as settlement rates
-- "whenever [we] determing]] such rates to be unlawful .">*°

291. We have concluded in this Order that it would be an unjust and unreasonable
"practice” or "charge" for aU.S. international carrier to pay settlement rates above the relevant
benchmark rate. The relevant settlement rate benchmark represents the highest presumptively just
and reasonable amount a U.S. international carrier can pay its foreign correspondent for handling
one minute of an international call under Sections 201 and 205. Thus, we prescribe under Section
205 that U.S. international carriers adhere to the benchmarks we adopt in this Order. As
discussed in Section 11.B.2. of this Order, we have established procedures whereby any affected
party can rebut this presumption by demonstrating that the relevant benchmark failsto allow a
carrier to collect its incremental costs for providing international termination services.

292. We agree with Sprint that the Supreme Court's decision in Permian Basin®** lends
support for our approach of using tariffed components prices. In Permian Basin, the Court
rejected the argument that the FPC had to derive its maximum natural gas rates from prevailing
field prices, instead alowing the FPC to rely on "composite cost data, obtained from published

08 47 U.S.C. § 205.

so7 Argentina Telintar Comments at 28-29.
08 47 U.S.C. § 205.

509 Id.

510 FPC v. Sierra Pac. Power Co., 350 U.S. at 353 (1956). See also United Gas Pipe Line Co. v. Mobile Gas
Serv. Corp., 350 U.S. at 339-41 (1956).

i1 390 U.S. 747 (1968).
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sources and from producers through a series of cost questionnaires.">? Similarly, our TCP
methodology uses publicly available tariff and ITU data for the three elements of internationa
termination service identified by the ITU in Recommendation D.140. Thus, the TCP
methodology reliesin large part on the same rates that foreign correspondents charge their
domestic customers. We see no justifiable economic basis for alowing our U.S. international
carriers to pay foreign carriers more than those carriers charge their domestic customers for the
same service, and thus the relevant benchmark rate represents the maximum reasonable "practice’
or "charge" for aU.S. international carrier.

293. We agree with Cable & Wireless, KDD, and Sprint that our TCP data are not pure
composite cost data. We do not have such cost data because we do not have the ability to compel
foreign correspondent carriers to provide us with data about their costs. We note that, despite
our invitation to do so in the Notice, foreign correspondent carriers have not submitted such
information in this proceeding. We do, however, have an obligation under the Act, because of
our oversight of rates charged to U.S. consumers, to ensure that U.S. carriers do not pay unjust
and unreasonable settlement rates to their foreign correspondents. We emphasize that we do not
attempt to set foreign carriers costsin this Order. Rather, we set a cap on the amount U.S.
carriers may pay for a component of providing international service that is directly reflected in
U.S. consumer rates for that service. This cap is based primarily on foreign carriers tariffed rates.
Because aforeign carrier's rates in amost al casesreflect aforeign carrier'sincrementa costs plus
asignificant contribution to common costs, settlement rate benchmarks based on those rates will
still be substantially above the costs incurred by foreign carriers to terminate international traffic.
Nonetheless, they will significantly reduce the above-cost portion of most current settlement rates.
We thus believe that our use of the publicly-available tariff and ITU data to establish our
benchmark rates will produce settlement "charges' or "practices’ that satisfy the "just and
reasonable” requirement of Section 205.

294. Asdescribed in more detail in Section 11.B.2. of this Order, we adopt an averaging
approach for establishing settlement rate benchmarks instead of adopting country-specific
benchmarks based on the TCP data. We find that the averaging approach we adopt for our TCP
methodology produces a just and reasonable amount for the benchmark rates. We adopt an
averaging approach for two reasons. First, because our TCP methodology relies in large part on
foreign carriers tariffs to calculate benchmarks, any inefficiencies captured in those tariffs will be
captured in an individua country benchmark. These inefficiencies reflect the fact that many
countries use long distance and international rates to cross-subsidize rates for local service and

512 Id. at 761. We also note that in Permian Basin the FPC had placed the burden on the gas producer to
show that, in an individual case, the maximum natural gas rate that was derived from the composite cost
data would cause the producer hardship. 1d. at 764. The FPC also stated that it would not stay
enforcement of the maximum rates pending disposition of individual petitions for special relief. Id. at
771. We have instituted a similar mechanism. See discussion in Section I1.B.2 above.
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because telephone service in many countriesis provided by monopoly or dominant carriers whose
tariffed rates may reflect protected market positions and an ability to charge prices not related to
underlying costs. An averaging approach will mitigate the impact of these inefficiencies on our
benchmark settlement rates. Second, an averaging approach is necessary to counter the incentive
of acarrier to influence the level of its benchmark by raising itstariffs. Using the average asthe
basis for our benchmark rates will reduce the above-cost portion of the U.S. international carriers
settlement payments, but still permit all foreign carriers to recover their incremental cost of
terminating international traffic plus a substantial contribution to common costs. Thus, we are
confident that the benchmark rates come nowhere close to going below the "just and reasonabl e’
level required by Section 205.53

295.  Courts have recognized that "non-cost" factors may play alegitimate role in the
setting of just and reasonable rates.>* We believe that non-cost factors are relevant in evaluating
acarrier's "practices’ and "charges' aswell. This provides the basis for the actions we take in this
Order intwo areas: (1) establishing benchmark rates based on countries level of economic
development; and (2) establishing different transition periods based on countries economic
development. With regard to the former, we begin by recognizing that lower income countries
have on average significantly higher TCPs than upper income countries. Thus, if we averaged the
TCPs of lower income countries with those of upper income countries to establish one benchmark
rate, lower income countries would experience a much greater differential between the new
benchmark rate and current settlement rates than would a higher income country. We believe that
such extreme differentials would be unfair and could prove too difficult for some foreign carriers
to absorb -- creating arisk of harm to some lower and middle income countries overall economic
welfare as well as increasing the chance of disruptions to their telecommunications networks.
Establishing separate benchmarks rates based on level of economic development would mitigate
this effect. We therefore set different rates based on the World Bank's classification of countries
by GNP per capita, which we believe to be an objective and administrable measurement of
countries levels of economic development.

296. Inestablishing different transition periods for the different economic devel opment
categories, we a so factored in that adoption of our benchmarks will, in many cases, substantially
reduce the amount a U.S. international carrier can pay its foreign correspondent to terminate a
call. Animmediate move to such alower rate could produce the same result that we are trying to
avoid by establishing different TCPs averages for the benchmark rates depending on a country's
economic development category--disruptions to the telecommunications networks in foreign
countries. Such disruptions would likely prove harmful to U.S. carriers and consumers. We

513 47 U.S.C. § 205.

514 See, e.g., Consumers Union v. FPC, 510 F.2d 656, 660 (D.C.Cir. 1974) (identifying the need to stimulate
additional supplies as one such "non-cost” factor).

132



Federal Communications Commission FCC 97-280

conclude that economic development level, as determined by reference to the World Bank
categories, provides a reasonable measure of a country's ability to transition to a more cost-based
system of accounting rates without undue disruption to its network. Thus, to safeguard against
such disruptions, we have established transition periods based on the economic development
category of acountry. Although thiswill delay the movement to a settlement rate at or below the
relevant benchmark rate, we believe that the use of transition periods will likely serve the public
interest more than an immediate move to the relevant benchmark rates.

297. Inaddition to our settlement rate benchmarks, we adopt a "best practice rate" that
is closer to a cost-based level than our settlement rate benchmarks that we will apply to prevent
market distorting behavior. Asdiscussed in the Notice, and in Section 11.C. of this Order, above-
cost settlement rates create certain distortions in the U.S. market for IMTS. However, if
settlement rates are at cost-based levels, carriers will not have the ability to engage in market
distorting behavior. The best practice rate will be applied only to the extent carriers seek
authorization to provide facilities-based service from the United States to affiliated markets and to
provide private line resale service, as discussed in Sec. I1.C., infra, and only if the Commission
detects market distortion on the route or routes in question.

298. The use of our "best practice" rate in cases where we detect market distortions
also satisfies the just and reasonable requirement of Section 205. Because we do not have data to
establish an accurate cost-based rate, we use a market-based rate as a substitute. We look to
competitive markets to find arate that can be applied in cases of market distortion in lieu of arate
based on an estimate of incremental costs. We adopt a"best practice” rate that is based on the
lowest settlement rate paid by U.S. carriersto an overseas carrier from a competitive market. We
will consider, on a case-by-case basis, other factors that may influence the level of the best
practices rate as applied to individua carriers.

d. Benchmarks Proceeding Satisfies Section 205's Procedural
Requirements

i. Positions of the Parties

299. Argentina Tdintar and Telefénica de Espafia argue that this proceeding fails to
satisfy the procedural requirements of Section 205 that we must afford an opportunity for a
hearing and make a finding that a prescribed rate is just and reasonable.®* Telefénica de Espaia
cites the decision of the Court of Appeals for the Second Circuit in AT&T v. FCC**® for the

518 Telefénica de Espafia Reply at 29; Argentina Telintar Comments at 29 (citing AT&T v. FCC, 487 F.2d
865, 874-75 (2d Cir. 1973)3/.

516 487 F.2d 865, 874-75 (2nd Cir. 1973).
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proposition that we may not "circumvent the statutory hearing requirements on the basis of [our]
claimed broad inherent regulatory power.">*

il. Discussion

300. We disagree with the contentions of Argentina Telintar and Telefénica de Espafia
that establishing our settlement rate benchmarks and "best practice" rate in the context of this
rulemaking violates the procedural requirements of Section 205 of the Act.>*® Section 205
requires that a rate prescription take place "after full opportunity for hearing, upon a complaint or
under an order for investigation and hearing made by [us] on [our] own initiative.">" In United
States v. Florida East Coast Railway,>*° the Supreme Court held that such language does not
trigger the detailed oral hearing requirements of Section 556 and 557 of the Administrative
Procedures Act.>®! Instead, the Court held that the notice and comment provisions of Section 553
of the APA satisfy a general hearing requirement such as that contained in Section 205.5%
Because this proceeding satisfies the procedura requirements of Section 553 of the APA, we find
it to be fully consistent with the Court's decision in Florida East Coast Railway.

301. Weareadso not persuaded by the argument of Telefonica de Espafia that adoption
of settlement rate benchmarks and "best practice” ratesin this proceeding is inconsistent with the
decision of the Second Circuit in AT&T v. FCC.°#® The AT&T case involved arequirement --
which we based on our inherent regulatory power under Section 4(j) of the Act -- for prior
Commission permission to file new rates. The Second Circuit held that such a requirement
violated the procedural requirements of Section 205 because it amounted to a Section 205 rate
prescription without following the statutory requirements of afull hearing and specific findings.
We find that case inapplicable to the circumstances here. 1nthe AT&T case, our action rested on

524

517 Telefonica de Esparia Reply at 29.

518 Argentina Telintar Comments at 28-29; Telefonica de Espafia Reply at 28-29.
519 47 U.S.C. § 205.

520 410 U.S. 224 (1973).

521 5U.S.C. §§ 556, 557.

522

U.S. v. Florida East Coast Railway, 410 U.S. 224. See also United States v. Allegheny-Ludlum Steel, 406
U.S. 742 (1972).

523 487 F.2d at 874-75.

524 I d
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our inherent regulatory power under Section 4(j) of the Act. We do not in this instance dispute
that Section 205 governs our action in this proceeding, but rather find that the notice and
comment provisions of Section 553 of the APA, under which this proceeding is conducted, satisfy
the hearing requirement of Section 205.

e. Contractual Nature of Settlement Rates Does Not Insulate
Them from Requirements of the Act

i. Positions of the Parties

302. AT&T arguesthat the fact that settlement arrangements are memorialized in inter-
carrier contracts does not insulate them from our review.®® AT&T notes that Section 211 of the
Act requires "[e]very carrier subject to this chapter [to] file with [us] copies of al contracts,
agreements, or arrangements with other carriers, or with common carriers not subject to the
provisions of this chapter." Because of that requirement, AT& T asserts that we can review
settlement arrangements and, where the public interest requires it, modify them.>?

303. According to AT&T, the fact that one party to an agreement establishing an
accounting rate is aforeign carrier not subject to our jurisdiction does not diminish our authority
to require the other carrier subject to our jurisdiction to comply with the requirements of Section
201 of the Act.®*" Sprint notes that we previously exercised our jurisdiction over AT& T to ensure
that it did not pay excessive prices for goods it purchased from its Western Electric affiliate
without ever exercising jurisdiction over Western Electric itself.*® Both AT&T and Sprint cite
RCA Communications, Inc. v. United States®® for the proposition that we have the authority to
regulate the rates of U.S. carriers even where those rates are established by agreements with
foreign correspondents.>*

52 AT&T Comments at 48-52. See also Sprint Reply at 3 (citing MCI v. FCC, 665 F.2d 1300).
52 AT&T Reply at 40 (citing American Broadcasting Co. v. FCC, 643 F.2d 818, 824 (D.C. Cir. 1980)).

s AT&T Commentsat 53. AT&T also argues that our prior orders regulating facilities used for foreign
communication do not limit our jurisdiction over contracts with foreign correspondents. AT&T notes that
in a case cited by commenters, AT&T Application for Authority Under Section 214 of the Communications
Act to Construct and Operate a Third Florida-St. Thomas Cable, 88 FCC 2d 1630 (1982), we concluded
that we had authority to review the "whole facility,” even though part of that facility was outside the
physical boundaries of the United States. AT& T Reply at 43-44.

528 AT&T, 64 FCC 2d 1, 80 (1977).
52 RCA Communications, Inc. v. United States, 43 F.Supp. 851 (S.D.N.Y. 1942).

5% AT&T Comments at 53-54; Sprint Comments at 6.
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304. Certain commenters attempt to distinguish the RCA Communications case cited by
AT&T and Sprint from the proposals made in this proceeding. GTE states that RCA
Communications cannot be relied on as authority to adopt our benchmarks proposals because that
case involved regulations that limited the rates U.S. carriers could charge U.S. consumers, not
what they could pay foreign carriers.>®! Severa foreign carriers contend that RCA
Communications stands for the proposition that if we find that a U.S. carrier has entered into an
agreement with a foreign correspondent at an excessive rate, our only recourse isto adopt a
prescription lowering the rates a U.S. carrier charges its U.S. customers for the service.>*

305. Severa commenters cite to the Supreme Court's decision in Regents of the
University System of Georgia v. Carroll®* for the proposition that the Act does not "give
authority to [us] to determine the validity of contracts between [entities subject to our
jurisdiction] and others."** AT&T responds by arguing that the Court in Carroll actualy held
that we did not have the authority "to determine the validity of contracts between [Title 111]
licensees and others," not between Title || common carriers and others.>* AT&T notes that the
Court stated that its conclusion "was the inevitable result of the statutory scheme of licensing.">*

il. Discussion

306. Weagreewith AT&T that the fact the settlement arrangements agreed to by U.S.
international carriers are memorialized in inter-carrier contracts does not insulate them from our
review.>” Section 211 of the Act requires "[€]very carrier subject to this chapter [to] file with
[us] copies of al contracts, agreements, or arrangements with other carriers, or with common
carriers not subject to the provisions of this chapter." We find that Section 211'sfiling
requirement gives us the means by which to ensure that the settlement arrangements agreed to by
U.S. internationa carriers serve the public interest--allowing us to review and modify them where

a1 GTE Reply at 8-9.

5% See, e.g., Cable & Wireless Comments at 8; KDD Comments at 19; Panama Comments at 19; Portugal
Telecom International Comments at 6-8; Argentina Telintar Comments at 7-10. Argentina Telintar
argues that the court in RCA Communications expressly recognized that any change in accounting rates
could occur only through bilateral agreements. Argentina Telintar Comments at 29-30.

533 338 U.S. 586, 602 (1950).

53 See, e.g., COMTELCA Reply at 15-16; Telefonicadel Perid Comments at 7-8.
5% AT&T Reply at 44 (citing Regents v. Carroll, 338 U.S. at 602).

5% 338 U.S. at 601.

e AT&T Comments at 48-52. See also Sprint Reply at 3 (citing MCI v. FCC, 665 F.2d 1300).
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necessary such as here, where we find that they arein violation of Section 201.>® We have long
held that we have the authority to determine whether the terms and conditions of contracts filed
pursuant to Section 211's requirement are consistent with other provisions of the Act.>* If we did
not have the "authority to pass on the contracts which must befiled . . . , [Section 211'] filing
requirement would be a meaningless exercise.">*

307. With the statutory powers discussed above, it is not surprising that the one court
to consider the issue found that the Act alows us to regulate the charges of U.S. carriers even
where those charges are established by agreements with foreign correspondents. As we discuss
above, the district court in RCA Communications recognized that our order in that case had an
indirect impact on foreign carriers, but found that such an impact did not preclude us from issuing
an order that "operate[d] directly only on persons within the United States.">*

308. We disagree with those commenters that contend that the Supreme Court's
decision in Carroll in any way limits our ability to take such action. At the time of the Court's
decision in Carroll, we had no power under Title 111 of the Act to issue "cease and desist"
orders.>? Instead, we had "at [our] disposal only the cumbersome weapons of criminal penalties
and license refusal and revocation.">* Title Il of the Act gives us much more expansive powers
than we had over broadcast licensees when the Court decided Carroll. These powers include the
power to issue "cease and desist” orders found lacking in Carroll. Asaresult, we conclude that
the Court's holding that we did not have the authority "to determine the validity of contracts
between [Title 111] licensees and others" does not apply to our enforcement powers against
common carriers under Title |1 at issue here.®*

2. International Regulations

538 See, e.g., United Gas Pipe Line Co. v. Mobile Gas Serv. Corp., 350 U.S. at 339.

5% See Bell System Tariff Offerings, 46 FCC 2d 413 (1974), aff'd on other grounds sub nom. Bell Telephone
Co. of Pennsylvania v. FCC, 502 F.2d 1250 (3d Cir. 1974), cert. denied, AT&T v. FCC, 423 U.S. 886
(1975). See also Southern Pacific Communications Co., 66 FCC 2d 199 (1977).

540 IRC Interconnection Order, 63 FCC 2d at 766.
s RCA Communications, 43 F.Supp. at 854. See Section I1.E.1.a, infra.

542 Congress amended Section 312 of the Act in 1952 to give us the power to issue "cease and desist” orders
to regulate broadcasting. See Southwestern Cable Co. v. FCC, 378 F.2d 118, 121 (9th Cir. 1967).

543 Carroll, 338 U.S. at 602.

4 Id.
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a. Positions of the Parties

309. Many foreign commenters argue that our settlement rate benchmark proposals
violate the regulations of the International Telecommunication Union ("ITU") aswell as genera
international law principles of comity and national sovereignty.>® These parties argue that our
proposals represent unilateral action by the United States and contradict I TU regulations, such as
Articles 1.5 and 6.2.1 of the International Telecommunication Regulations ("ITR"),>* that require
accounting rates to be negotiated pursuant to mutual agreement.>’ Several foreign commenters
argue that adoption of benchmarks would amount to an extraterritorial assertion of our
jurisdiction.>® They urge us to seek a negotiated, multilateral solution to accounting rate reform
issues within the framework of the ITU.>*

310. Incontrast, U.S.-owned carriers generaly support the Commission's proposal and
argue that we possess sufficient authority to review negotiated agreements. They point out that
nothing in the obligations of the United States under the ITU precludes us from exercising
oversight over agreements negotiated by U.S. carriers to determine whether such agreements are
in the public interest.>®

b. Discussion
311. Wefind that requiring U.S. carriersto pay no more than a benchmark settlement

rate is consistent with international law and the regulations of the ITU. Many foreign
governments and carriers argue that adoption of our benchmark proposals would violate sections

i See, e.g., Cable & Wireless Comments at 4; GTE Comments at 12-13, A-4; HKTI Comments at 21-22;
Jamaica Comments at 2. See also TSTT Comments at 2 (arguing that adoption of our proposals would be
"tantamount to tyranny").

546 ITU Regulations, 88 1.5, 6.2.1. See, e.g., Cable & Wireless Comments at 4-5; GTE Reply at 12-16;
Telintar Comments at 13-14.

i Cable & Wireless Comments at 5 (citing Article 6.2.1 of the International Telecommunication
Regulations (Melbourne, 1988)). See also Argentina Telintar Comments at 11-17 (discussing ITU-T
Recommendation D.140, "Accounting Rate Principles for International Telephone Services' ?approved
September 28, 1995) ("Recommendation D.140")); GTE Comments at 12-13; Panama Comments at 20-
21; Telefénica del Perd Comments at 7-9.

548 VSNL Comments at 3; Telmex Comments at 20.
549 See, e.g., AHCIET Comments at 6; KDD Comments at 15-17.

550 See Sprint Reply at 5-6; AT& T Comments at 56-57.
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1.5%! and 6.2.1°%? of the ITR.>® We reject these arguments. Although the sections cited require
administrations to negotiate accounting rates "pursuant to mutual agreement,” the ITR do not
suggest that governments cede sovereignty over telecommunication carriers that operate in their
markets. The preamble to the ITR recognizes that "it is the sovereign right of each country to
regulate its telecommunications.” Indeed, Article 1.7(a) of the ITR states "[t]hese regulations
recognize the right of any member, subject to national law and should it decide to do so, to
require that administrations and private operating agencies, which operate in itsterritory and
provide an international telecommunication service to the public, be authorized by that
member."** The right to authorize a carrier to provide service in a given country necessarily
includes the right to attach reasonable conditions to such authorization to ensure that the actions
of such carriers are consistent with the public interest. We cannot accept the view of certain
foreign governments and carriers that the U.S. government must agree to allow U.S. carriersto
settle thelr traffic at whatever rates the foreign carrier deems appropriate regardless of the impact
on the U.S. public interest.>®

312. Severa commenters also argue that our adoption of settlement rate benchmarks
would violate national sovereignty by dictating the rate that a foreign carrier may charge for
termination of traffic on the foreign network. The Philippines notes that Article 6.1.1 of the ITR
recognizes the level of toll charges as a"national matter.">*® We agree that toll charges are a
national matter and note that the rules we adopt here place no constraints on the rates that foreign
carriers charge foreign end-user customers. We at no time in this Order assert that we have the
authority to compel directly aforeign carrier to charge a certain rate for terminating U.S.-

>t ITU Regulations, § 1.5; "Within the framework of the present regulations, the provision and operation of
international telecommunication services is pursuant to mutual agreement between administrations.” 1d.

%2 ITU Regulations, 8 6.2.1, "For each applicable service in agiven relation, administrations (or recognized
Brivate operating agencies) shall by mutual agreement establish and revise accounting rates to be applied
etween éhemd. . .taking into account relevant CCITT [currently ITU-T] recommendations and relevant
cost trends.” Id.

o3 See, e.g., Argentina Telintar Comments at 13-14; Telefonica del Peril Comments at 8-9; Singapore
Telecom Comments at 2-3; Cable & Wireless Comments at 4-5.

4 ITU Regulations, § 1.7(a).

55 We note that section 3.3.1 of Appendix 1 of the ITU regulations states that "[p]ayment of balances of

account shall be effected as promptly as possible, but in no case later than two calendar months after the
day on which the settlement statement is dispatched by the creditor administration.” Although this
section calls for the timely payment of settlements for termination services provided by a correspondent
carrier, we find nothing in its language to preclude a member country from directing one of its licensed
carriers to cease operation under an existing contract.

5% See, e.g., Cable & Wireless Reply at 4-8; GTE Comments at A-4; Philippines Comments at 29. Itis
important to note that the language of Article 6.1.1. refers not to underlying settlement rates, but to
"chargesto be collected from . . . customers.”
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originated traffic. Instead, the rules we adopt here apply only to the settlement rates that carriers
subject to our jurisdiction may pay for termination of U.S.-originated traffic. We recognize that
our settlement rate benchmarks may over time reduce the settlement revenues that many foreign
carriers receive from U.S. carriers, and this could in turn lead some foreign carriers to change the
rates they charge their consumers. However, our responsibility must be to address the inequity
and inefficiency of an accounting rate system that subsidizes foreign carriers at the expense of
U.S. consumers. We believe it is fundamentally unfair and inconsistent with the public interest for
U.S. consumers to continue to pay high IMTS rates because of above-cost settlement rate
payments to foreign carriers.

313. Wenotethat Article 6.2.1 of the ITR requires carriers to negotiate accounting
rates "taking into account relevant CCITT recommendations and relevant cost trends.">*’ 1TU
Recommendation D.140 goes further to state that "accounting rates for international telephone
services should be cost-oriented and should take into account relevant cost trends."**® We find
that these sections support the action that we take here.

314. Many commenters argue that we should reject our benchmarks proposals and,
instead, wait until a negotiated solution to above-cost accounting rates can be reached within the
structures established by the ITU.> The U.S. Government has contributed actively to the work
of the ITU and other multilateral fora on accounting rate issues for many years. While we have
seen some progress in these fora, the movement toward fundamental reform has been very slow.
We believe that we must take action now to fulfill our statutory mandate to ensure that U.S.
consumers receive telecommunications services at reasonable rates and to address the potential
for competitive distortions in the U.S. market for international services as we move forward with
implementation of the U.S. commitments made in the WTO Basic Telecom Agreement. We
would prefer to achieve a multilateral solution to the problem of above-cost settlement rates.
Thus, we will continue our efforts to achieve reform of the accounting rate systemin the ITU and
other multilatera organizations. We emphasize that if, in the future, meaningful progressis made
in amultilateral forum to achieve significant reform of the accounting rate system and reduce
settlement rates to a more cost-based level, we will reconsider at that time the need to enforce our
settlement rate benchmarks.

I11.  Conclusion
%7 Article6.2.1, ITR.
o8 "Accounting Rate Principles for International Telephone Services,” ITU-T Recommendation D.140.
5% See, e.g., Communications Authority of Thailand Comments at 3; GTE Comments at A-4; RPOAs of

Korea Comments at 5-6.
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315. InthisOrder we establish settlement rate benchmarks that will govern the
international settlement rates that U.S. carriers may pay to terminate international traffic
originating in the United States. Our action is necessary to reduce the inflated margins on
international termination fees that contribute to high international calling pricesin the United
States and create competitive distortions in the U.S. market for IMTS. We will continue,
however, to work in the ITU and other international organizations to achieve multilateral
agreement on reforming the international accounting rate system and encourage other countries
that have expressed interest in achieving reform to work with the United States toward achieving
that goal. We emphasize that if a multilateral agreement is reached that achieves substantially
equivalent results as the benchmarks policy we adopt in this Order, we could waive enforcement
of our benchmark settlement rates.

IV.  Procedural Issues
A. Final Regulatory Flexibility Analysis

316. Pursuant to the Regulatory Flexibility Act of 1990, 5 U.S.C. 88 601-612, the
Commission's Final Regulatory Flexibility Analysis with respect to the Report and Order isas
follows:

317. Reason for Action: The Commission issues thisReport and Order adopting
changes in the benchmark settlement rates for international message telephone service between
U.S. facilities-based carriers and foreign carriers and related issues. The Commission believes that
its benchmark rates should be revised to reflect recent technological improvements, their
associated cost reductions, and the market structure changes occurring in the global
telecommunications market. We aso believe these revisions, and related actions taken here, are
necessary to move settlement rates closer to the actual costs of providing international termination
services.

318. Objectives: The objective of this proceeding is to attain reform in the international
accounting rate system and thereby help ensure lower international calling prices for consumers
and protect competition in the U.S. IMTS market. The Commission will achieve this objective by
revising its benchmark settlement rates so that they more closely resemble the underlying costs of
providing international termination services.

319. Legal basis: The Report and Order is adopted pursuant to 88 1, 2, 4(i), 201, 205,
214 and 303(r) of the Communications Act of 1934, as amended, 47 U.S.C. 88 151, 152, 154(i),
201, 205, 214, 303(r).

320. Description, potential impact, and number of small entities affected: The
Commission has not developed a definition of small entities applicable to international common
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carriers. We therefore have used as the applicable definition of small entity the definition under
the Small Business Administration (SBA) rules applicable to Communications Services, Not
Elsewhere Classified. This definition provides that a small entity is expressed as one with $11.0
million or lessin annual receipts.®® Based on preliminary 1995 data, at present there are 29
international facilities-based common carriers that qualify as small entities pursuant to the SBA's
definition. The number of small international facilities-based common carriers has been growing
significantly, and by the end of 1996 that number could increase to approximately 50. The revised
benchmark rates will apply to all internationa facilities-based common carriers, including small
entities, that enter into an operating agreement with aforeign carrier that provides for the
payment of settlement rates. We note that the revised benchmark rates should result in lower
settlement rates for carriers. This Report and Order also requires that aforeign carrier's
settlement rates be at or below the relevant benchmark as a condition of Section 214
authorization for that carrier, or an affiliate, to provide U.S. international facilities-based services
between the United States and the affiliated destination country. This condition will apply to all
U.S. international facilities-based carriers, including small entities, that are affiliated with foreign
carriers. The Commission has concluded that this condition is necessary to prevent potential
anticompetitive distortions in the IMTS market.

321. The Order aso imposes an additional requirement on carriers that seek to provide
switched services using resold or facilities-based private lines. Carriers must demonstrate that
settlement rates for 50 percent of the settled traffic between the United States and the country at
the foreign end of the private line are at or below the relevant benchmark for that country. The
Commission believes that at most 635 small international carriers, both facilities-based and resale
carriers, could be affected by this requirement. The Commission has concluded this requirement
IS necessary to prevent potential anticompetitive distortionsin the IMTS market. We base our
estimate of the number of small entities potentially affected on the number of toll carriersfiling
Telecommunications Relay Service Fund (TRS) worksheets. In 1995, 445 toll carriersfiled TRS
fund worksheets. We believe that between 50 and 200 carriers failed to file TRS fund
worksheets. We also believe that fewer than 10 toll carriers were not small entities (based on the
SBA's definition of small entity as one with fewer than 1,500 employees). Thus, at most 635
international carriers would be classified as small entities. The Secretary shall send a copy of this
Report and Order to the Chief Counsal for Advocacy of the Small Business Administration in
accordance with Section 603(a) of the Regulatory Flexibility Act, Pub. L. No. 96-354, 94 Stat.
1164, 5 U.S.C. 8 601, et seq. (1981).

322. Reporting, recordkeeping and other compliance requirements: InitsInitial
Regulatory Flexibility Analysis the Commission did not propose any reporting requirements. The
Notice, however, raised the issues of possible anticompetitive behavior and market distortions,

560 13 C.F.R. § 121.201, Standard Industrial Classification (SIC) Code 4899.
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and sought comment on how the Commission's reporting system could be modified in order to
make monitoring and enforcement more effective. To address the concerns of commenters, the
Report and Order contains certain mechanisms to detect potential market distortions. In this
regard, the Commission amends its rules to impose an additional reporting requirement. Section
43.61 of the Commissions rules currently requires that carriers file annua reports that include
actual traffic and revenue data. Common carriers subject to the existing Section 43.61
requirements will be required to file traffic reports for each quarter in which their traffic meets any
of the following thresholds: (i) their aggregate U.S.-billed minutes of switched telephone traffic
exceeds 1% of the total of such minutes of international traffic for al U.S. carriers (as published
in the most recent Section 43.61 traffic data report); (ii) their aggregate foreign-billed minutes of
switched telephone traffic exceeds 1% of the total of such minutes of international traffic for al
U.S. carriers; (iii) their aggregate U.S.-billed minutes of switched telephone traffic for any country
exceeds 1.5% of the total of such minutes for that country for all U.S. carriers; or (iv) their
aggregate foreign-billed minutes of switched telephone traffic for any foreign country exceeds
2.5% of the total of such minutes for that country for all U.S. carriers. Limiting the quarterly
filing requirement to carriers that meet these criteriawill reduce the burden on small carriers,
while enabling usto identify distortions in the balance of payments. The Report and Order only
imposes an increase in the frequency with which the report must be filed. It will contain the same
data that must be included in the current required annual report. Thus, the reporting requirement
should not impose a significant economic burden, and no additional outside professional skills
should be required in complying with this requirement.

323. Federal rules which overlap, duplicate or conflict with the Commission's
proposal: None.

324.  Any significant alternatives minimizing impact on small entities and consistent
with stated objectives: The Notice solicited comments on a variety of alternative methodologies
for calculating benchmark settlement rates, but these have no impact on small entities. The Notice
also solicited comments on enforcement mechanisms that may be necessary to support U.S.
carriers, including small entities, in their negotiations with foreign carriers and in their provision of
international service. We did not receive any comments on the impact of these alternatives on
small entities.

325. Comments solicited: Written comments were requested on the Initial Regulatory
Flexibility Analysisin accordance with the same filing deadlines set for comments on the other
issuesin the Notice, but we did not receive any comments.

B. Paperwork Reduction Act of 1995 Analysis

326. This Report and Order contains either a new or modified information collection.
As part of its continuing effort to reduce paperwork burdens, we invite the genera public and the
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Office of Management and Budget (OMB) to take this opportunity to comment on the
information collections contained in this order, as required by the Paperwork Reduction Act of
1995, Pub. L. No. 104-13. Public and agency comments are due 60 days from date of publication
of this Order in the Federal Register. Comments should address: (1) whether the proposed
collection of information is necessary for the proper performance of the functions of the
Commission, including whether the information shall have practical utility; (2) the accuracy of the
Commission's burden estimates; (3) ways to enhance the quality, utility, and clarity of the
information collected; and (4) ways to minimize the burden of the collection of information on the
respondents, including the use of automated collection techniques or other forms of information
technology. Written comments must be submitted on the proposed and/or modified information
collections on or before 60 days after date of publication in the Federal Register. In addition to
filing comments with the Secretary, a copy of any comments on the information collections
contained herein should be submitted to Judy Boley, Federa Communications Commission, Room
234, 1919 M Street, N.W., Washington, DC 20554, or viathe Internet to jboley@fcc.gov. For
additional information concerning the information collections contained in the Report and Order
contact Judy Boley at 202-418-0214.

V. Ordering Clauses

327. Accordingly, IT IS ORDERED that, pursuant to Sections 1, 2, 4(i), 201, 205, 214
and 303(r) of the Communications Act of 1934, as amended, 47 U.S.C. 88 151, 152, 154(i), 201,
205, 214, 303(r), the rules, requirements and policies discussed in this Order ARE ADOPTED
and Part 43 and 63 of the Commission's Rules, 47 C.F.R. Parts 43 & 63, ARE AMENDED as set
forth in Appendix B.

328. IT ISFURTHER ORDERED that the rules, requirements and policies established
in this decision shall take effect on January 1, 1998. The new information collection requirements

adopted in this Order will become effective following OMB approva. The Commission will
publish a document at a later date establishing the effective date.

Federa Communications Commission

William F. Caton
Acting Secretary
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August 7, 1997

Separate Statement by Chairman Hundt
on International Settlement Rates Report and Order

Today's actions establishing new benchmarks to guide the prices U.S. carriers pay to
terminate international calls will result in billions of dollarsin savings for United States consumers
and will help promote a more competitive, vibrant international telecommunications market.

Currently, the average price of an international call is 88 cents a minute, compared to a
price of 13 cents a minute for adomestic long distance call. This difference stems principaly
from the monopoly cartel that has long insisted on settlement rate payments that exceed the
underlying cost of providing service by afactor often as large asfive to ten times. This order and
the World Trade Organization Agreement to open the world's telecommunications markets will
work together to stimulate greatly the growth and competitiveness of the international market to
the benefit of consumers and carriers alike worldwide.

This order will bring extraordinary benefits to consumers here in the United States and
worldwide. We estimate in the United States alone that consumers will save over $17 billion over
the next six years, based on current market trends. Along with our access reform order earlier
this year, this represents the greatest single consumer benefit ever delivered to American
consumers in the history of this agency.

As aresult of this order and the WTO Agreement, we predict that the average price of an
international call will drop from 88 cents today to 20 cents five years from now -- a decrease of
almost 80%.

And, we predict the United States market for international services will more than double
over the next four years as aresult of thisorder. The world market should enjoy asimilar
increase.

Over the last several years, an international consensus has developed on the need to
reform the antiquated settlement rate system. This system dates back over 100 years to the age of
the telegraph and historically served as the mechanism for national monopoly telecommunications
carriersto set international settlement rates. The ITU and other international organizations have
devoted considerable effort to studying settlement rate reform. We have worked closely with
foreign countries in these efforts and will continue to do so. We encourage our friends overseas
to move forward with us to reform the settlement rate system because it is an integral part of a
successful transition to the post-WTO world. We are convinced that a multilateral solution isthe
best way to reform and we have pledged in the Report & Order we adopt today to reconsider
these benchmarks should such a satisfactory multilateral solution be reached.

Today, the Commission is saying that the solution to financing the global communications
network cannot be an ever escalating subsidy from American consumers to foreign telephone
companies. We are aso saying that the global network must be built, and the only way to do sois



by following the same laws of competition and market financing that apply everywhere. In 1996,
the total net outpayment from US carriers to foreign carriers was $5.4 billion. Over 70% of this
outpayment represents a subsidy from US consumers to foreign telecommunications carriers.

Whether we are talking about termination for domestic or international services, there are
certain principles that are constant. The principles governing competition in telecommunications,
like the laws of physics, are the same whether one is in South Dakota or South Korea. In last
year's Telecommunications Act, Congress set forth a number of principles to guide the
introduction of competition for local telephone service. Among these principles was the
requirement that prices for competitors to interconnect to the incumbent local exchange
companies networks be cost-based and nondiscriminatory. International settlement rates are
simply a specialized form of interconnection involving services that cross nationa borders. The
benchmarks we adopt today provide aframework to foster competition in international services
by promoting cost-based and nondiscriminatory pricing for international termination services.
They also take into account the needs of developing countries by giving carriers from such
countries a higher benchmark and a significantly longer period of time to meet their benchmark.

Consumers around the world will receive higher quality service, more service options, and
lower rates as settlement rates are reduced to a more cost-based level. Settlement rate reform will
also benefit every carrier that provides international services by stimulating growth for
international services. The current accounting rate system suppresses global demand by
contributing to inflated international calling prices. As settlement rates, and in turn calling prices,
are reduced, demand for international services will be stimulated. More importantly, settlement
rate reform is essential if carriers that currently benefit from and rely on artificially high settlement
rates are to remain viable. Without settlement rate reform, these carriers face being marginalized
by aglobal telecommunications market that will increasingly bypass artificialy high-cost routes,
either by least-cost routing practices such as call-back, refile and reorigination, or technological
innovation such as Internet telephony (which is not subject to the settlement rate system). Only
the discipline of a competitive markets can attract the stores of global capital needed to build the
global information infrastructure.



August 7, 1997

Separate Statement by Commissioner Susan Ness
on International Settlement Rates Report and Order

That current settlement rates are significantly higher than the actual cost of terminating
international long distance telephone service is widely accepted. Even the foreign carriers who
benefit by receiving these large annual subsidies from U.S. carriers -- and ultimately U.S.
consumers -- have generally acknowledged that current settlement rates are disproportionate to
actual costs. Therefore, amultilateral consensus exists -- and has existed for severa years now --
that the settlement rate imbalance should be remedied.

It wasin 1992 that the ITU adopted Recommendation D. 140, which called for a
reduction in these rates within five years, or by 1997. While progress has been made during that
time, the pace of reform in settlement rates thus far has been inadequate. Thus, despite general
international agreement that a remedy has long been in order, we have been unable to reach
consensus internationally as to how to achieve more cost-based rates in a timely manner.

The need to achieve meaningful accounting rate reform has taken on greater urgency in
light of the WTO Basic Telecommunications Services Agreement, which will take effect on
January 1 of next year. In the context of the market opening commitments that will soon take
effect under the WTO Agreement, the current inflated settlement rate structure has even greater
potential for market distortion and anti-competitive effects.

The WTO Telecom Services Agreement is alandmark in trade liberalization, and the
international community is to be commended for taking this great leap forward. Thetimeis due,
however, for the international community to give full effect to the great promise of this
Agreement by remedying the accounting rate imbalance. TheITU isto be commended for its
effortsin thisregard, and | commend the work of Study Group 3, in which the United States will
continue to participate vigorously. But the timeto act is upon us and that is why the FCC takes
this action today. | would like to point out that the Commission has thoroughly reviewed the
comments it has received from over 90 foreign governments and foreign carriers relative to this
proceeding, and has taken these comments into account in issuing this Order.

| would emphasize, however, that the Order we adopt today specifically provides that the
Commission may forbear from enforcment if a multilateral agreement is reached which achieves
substantially equivalent resultsin atimely manner. So the FCC does not by its action today
foreclose amultilateral solution. Rather it invites one -- and it is my personal hope that this Order
may spur timely multilateral action to achieve our common goals.



APPENDIX A
List of Commenters

ABS-CBN Telecom, North America, Inc.

ACC Corp.

AHCIET (Hispanic-American Association of Research Centers and Telecommunications Cos.)

Americatel Corporation

Antigua and Barbuda, Government of

Association of Telecommunications Enterprises of the Andean Subregional Agreement
(ASETA)

AT&T Corp. (and Erratum)

Bolivia, Telecommunications Superintendency of

Cable & Wireless, PLC (C&W)(and Erratum)

Caribbean Association of Nationa Telecommunication Organizations (CANTO)

China, Directorate General of Telecommunications, P& T

Chunghwa Telecom

Coadlition for Hemispheric Competitiveness

Cadlition of Services Industries (CSl)

Colombia, Comision de Regulacion de Telecomunicaciones (comments in Spanish)

Compariia Teléfonos de Chile--Transmisiones Regionales S.A. (CTC Mundo)

Cooperation Council for the Arab States of the Gulf

Deutsche Telekom AG

Economic Strategy Institute (ESI)

Empresa Estatal de Telecomunicaciones (EMETEL )(comments in Spanish)

Empresa Naciona de Telecommunicaciones S.A. (Entel-Chile)

European Union, Delegation of the European Commission (EU)

France Telecom

Frontier Corporation

Grenada, Ministry of Works, Communications & Public Utilities

GTE Service Corporation

Hong Kong Telecom International (HKTI)(and Erratum)

Indosat

International Digital Communications (IDC)

International Telecom Japan Inc. (ITC)

Israel, State of

Jabatan Telekom Malaysia (JTM)

Jamaica, Ministry of Public Utilities and Transport of

Japan, Government of

Justice Technology Corporation

Kokusai Denshin Denwa Co. Ltd. (KDD)

Korea, Government of the Republic of

Lattelekom SIA
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Latvia, Department of Communications of Ministry of Transport of the Republic of
MCI Telecommunications Corporation

Nepa Telecommunications Corporation

New T&T Hong Kong Limited (late filed -- 2/25/97)

Pacific Bell Communications (PBCom)

Pacific Idlands Telecommunications Association (PITA)

Pakistan Telecommunication Authority

Pakistan Telecommunications Company

Panama, Republic of

Philippines, Nationa Telecommunications Commission of the Republic of
Poland, Ministry of Communications of the Republic of

Portugal, Instituto das Comunicactes de Portugal (ICP)

Portugal Telecom Internationa (PTI)

Primus Telecommunications Group, Inc.

Regional Technica Commission on Telecommunications of Central America (COMTELCA)
RPOAs of the Republic of Korea

Saint Vincent and the Grenadines, Government of

Saudi Arabia, Ministry of P.T.T. of the Kingdom of

SBC Communications Inc.

Singapore, Telecommunication Authority (TAS)

Singapore Telecommunications Limited

Solomon Islands, Ministry of Transport Communications and Works
Sprint Communications Company, L.P.

Sri Lanka Telecom Ltd.

Suriname, Government of the Republic of

Syrian Arab Republic, Syrian Telcommunications Establishment
Tawan, Directorate General of Telecommunications of the Republic of China
Telecom-Colombia

Telecom Italia

Telecom New Zealand Limited (TNZL)

Telecom Vanuatu Limited

Telecommunications Resellers Association (TRA)
Telecommunications Services of Trinidad and Tobago Limited (TSTT)
Telecomunicaciones Internacionales de Argentina Telintar S.A.
Telefénica Internacional de Esparia, S.A.

Telefénicadel Pert, SA. (and Erratum)

Telekom Maaysia Berhad

Telefonos de Mexico, S.A. de C.V. (Telmex)

TeliaAB

Telstra Corporation Limited

Thailand, Communications Authority (CAT)

Thailand, Post and Telegraph Department

TRICOM, SA.
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United Kingdom Government
United States Trade Representative, Department of Commerce, Department of State

Videsh Sanchar Nigam Limited (VSNL)

Worldcom, Inc.
Zephyr Capital Group, Inc.



List of Reply Commenters

ABS-CBN Telecom, North America, Inc.

Alexis de Tocqueville Institution

AT&T Corporation (and Supplemental Reply Comments)
Australia, Government of

Brazil, Ministry of Communications

Cable & Wireless, PLC (C&W)

CARICOM

Chunghwa Telecom

Coalition of Service Industries (CSI)

European Union, Delegation of the European Commission (EU)
GTE Services Corporation

Guyana Telephone & Telegraph Limited (GT&T)

Hong Kong Telecom International (HKTI)

India, Government of

Indonesia, Ministry of Tourism, Posts, and Telecommunications of the Republic of
International Communications Association (ICA)

International Digital Communications, Inc. (IDC)

International Telecom Japan Inc. (ITJ)(and Supplemental Reply Comments)
Jabatan Telekom Malaysia (JTM)

Japan, Government of

Kokusai Denshin Denwa Co. Ltd. (KDD)

Korea Telecom

MacAvoy, Paul W.

MCI Telecommunications Corporation

National Telecommunications and Information Administration (NTIA)
Netherlands Antilles, Bureau Telecommunicatie

Pacific Bell Communications (PBCom)

Pakistan Telecom Company

Panama, Republic of

Regional Technica Commission on Telecommunications of Central America (COMTELCA)
SDN Users Association, Inc.

Singapore Telecommunications Limited

Sonatel, Société Nationale des Télécommunications du Sénégal
Sprint Communications Company, L.P.

Telecommunications Services of Trinidad and Tobago (TSTT)
Telefénica Internacional de Esparia, S.A.

Telstra Corporation Limited

TRICOM, SA.

United States Trade Representative, Office of (USTR)
Worldcom, Inc.

Zimbabwe Posts and Telecommunications Corp. (ZPTC)
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APPENDIX B
FINAL RULES
Parts 43 and 63 of Title 47 of the Code of Federal Regulations are amended as follows:

PART 43 -- REPORTS OF COMMUNICATION COMMON CARRIERS AND CERTAIN
AFFILIATES

1. The authority citation for Part 43 continues to read as follows:
Authority: Section 4 of the Communications Act of 1934, as amended, 47 U.S.C. § 154.

2.1n 8 43.61, paragraphs (b) through (d) are redesignated paragraphs (a)(1) through
(a)(3) and new paragraph (b) is added to read as follows:

8 43.61 Reports of International Telecommunications Traffic.

*kkkk*k

(b) Quarterly Traffic Reports. (1) Each common carrier engaged in providing
international telecommunications service between the area comprising the continental United
States, Alaska, Hawaii, and off-shore U.S. points and any country or point outside that area shall
file with the Commission, in addition to the report required by paragraph (a) of this section, actua
traffic and revenue data for each calendar quarter in which the carrier's quarterly minutes exceed
the corresponding minutes for all carriers by one or more of the following tests:

() The carrier's aggregate minutes of facilities-based or facilities resale switched telephone
traffic for service billed in the United States are greater than 1.0 percent of the total of such
minutes of international traffic for al U.S. carriers published in the Commission's most recent 8
43.61 annual report of international telecommunications traffic;

(i) The carrier's aggregate minutes of facilities-based or facilities resale switched
telephone traffic for service billed outside the United States are greater than 1.0 percent of the
total of such minutes of international traffic for all U.S. carriers published in the Commission's
most recent 8 43.61 annual report of international telecommunications traffic;

(i) The carrier's aggregate minutes of facilities-based or facilities resale switched
telephone traffic for service billed in the United States for any foreign country are greater than 2.5
percent of the total of such minutes of international traffic for that country for all U.S. carriers
published in the Commission's most recent 8§ 43.61 annual report of international
telecommunications traffic; or
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(iv) The carrier's aggregate minutes of facilities-based or facilities resale switched
telephone traffic for service billed outside the United States for any foreign country are greater
than 2.5 percent of the total of such minutes of international traffic for that country for al U.S.
carriers published in the Commission's most recent 8 43.61 annual report of international
telecommunications traffic.

(2) Except as provided in this paragraph, the quarterly reports required by paragraph
(b)(1) of this section shall be filed in the same format as, and in conformance with, the filing
procedures for the annual reports required by paragraph (a) of this section.

() Carriersfiling quarterly reports shall include in those reports only their provision of
switched, facilities-based telephone service and switched, facilities resale telephone service.

(i) The quarterly reports required by paragraph (b)(1) of this section shall be filed with the
Commission no later than April 30 for the prior January through March quarter; no later than July
31 for the prior April through June quarter; no later than October 31 for the prior July through
September quarter; and no later than January 31 for the prior October through December period.

PART 63 -- EXTENSION OF LINES AND DISCONTINUANCE, REDUCTION,
OUTAGE AND IMPAIRMENT OF SERVICE BY COMMON CARRIERS; AND
GRANTS OF RECOGNIZED PRIVATE OPERATING AGENCY STATUS

1. The authority citation for Part 63 continues to read as follows:

Authority: Sections 1, 4(i), 4(j), 201-205, 218 and 403 of the Communications Act of
1934, as amended, and Section 613 of the Cable Communications Policy Act of 1984, 47 U.S.C.
secs. 151, 154(i), 154(j), 201-205, 218, 403 and 533 unless otherwise noted.

2. Section 63.18 is amended by redesignating paragraph (e)(4)(ii) as paragraph
(e)(4)(ii)(B) and by revising paragraphs (e)(2)(B)-(C), (e)(3), and (e)(4) to read as follows:

8 63.18 Contents of applications for international common carriers.
(e) * k%
(2) * k%
(B) The applicant may resell private line services for the provision of international

switched basic services only in circumstances where the Commission has found that the country at
the foreign end of the private line provides equivalent resale opportunities and that settlement
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rates for at least 50 percent of the settled U.S.-billed traffic between the United States and that
country are at or below the benchmark settlement rate adopted for that country in IB Docket No.
96-261. The Commission will provide public notice of its equivalency and settlement rate
determinations. The applicant, however, shall not initiate such service on a particular route absent
agrant of specific authority under paragraph (€)(6) of this section in circumstances where the
applicant is affiliated with a facilities-based carrier in the country at the foreign end of the private
line and the Commission has not determined that the foreign carrier does not possess market
power in that country.

(C) The authority granted under this paragraph shall be subject to all Commission rules
and regulations, including the limitation in 8§ 63.21 on the use of private lines for the provision of
switched services, and any conditions stated in the Commission's public notice or order that serves
as the applicant's Section 214 certificate. See 88 63.12, 63.21.

(3) If applying for authority to provide international switched basic services over resold
private lines between the United States and a country for which the Commission has not made the
settlement rate and equivalency determinations specified in paragraph (e)(2)(B) of this section,
applicant shall demonstrate that settlement rates for at least 50 percent of the settled U.S.-billed
traffic between the United States and the country at the foreign end of the private line are at or
below the benchmark settlement rate adopted for that country in 1B Docket No. 96-261 and that
the country affords resale opportunities equivalent to those available under U.S. law. Inthis
regard, applicants shall: ***

(i) The procedures set forth in paragraph (€)(3) of this section are subject to Commission
policies on resale of international private linesin CC Docket No. 90-337 as amended in IB
Docket Nos. 95-22 and 96-261.

(4) Any carrier authorized under this section to acquire and operate international private
line facilities other than through resale may use those private lines to provide switched basic
services only in circumstances where the Commission has found that the country at the foreign
end of the private line provides equivalent resale opportunities and that settlement rates for at
least 50 percent of the settled U.S.-billed traffic between the United States and that country are at
or below the benchmark settlement rate adopted for that country in IB Docket No. 96-261. The
Commission will provide public notice of its equivaency and settlement rate determinations. This
provision is subject to the following exceptions and conditions:

() The applicant shall not initiate such service on a particular route absent a grant of
specific authority under paragraph (e)(6) of this section in circumstances where the applicant is
affiliated with afacilities-based carrier in the country at the foreign end of the private line and the
Commission has not determined that the foreign carrier does not possess market power in that
country.



(i) The applicant is subject to all applicable Commission rules and regulations, including
the limitation in 8§ 63.21 on the use of private lines for the provision of switched services, and any
conditions stated in the Commission's public notice or order that serves as the applicant's Section
214 certificate. See 88 63.12, 63.21.

(A) Except as provided in paragraph (e)(4)(ii)(B) of this section, any carrier that seeks to
provide international switched basic services over its authorized private line facilities between the
United States and a country for which the Commission has not made the settlement rate and
equivalency determinations specified in paragraph (€)(2)(B) of this section shall demonstrate that
settlement rates for at least 50 percent of the settled U.S.-billed traffic between the United States
and the country at the foreign end of the private line are at or below the benchmark settlement
rate adopted for that country in IB Docket No. 96-261 and that the country affords resale
opportunities equivalent to those available under U.S. law. In this regard, applicant shall include
the information required by paragraph (e)(3) of this section.

*kkkk*k

3. Section 63.21(a) is revised to read as follows:

8 63.21 Conditions applicable to international Section 214 authorizations.

*kkkk*k

(a) Carriers may not use their authorized facilities-based or resold international private
lines for the provision of switched basic services unless and until the Commission has determined
that the country at the foreign end of the private line provides equivaent resale opportunities and
that settlement rates for 50 percent of the settled U.S.-billed traffic between the United States and
that country are at or below the benchmark settlement rate adopted for that country in IB Docket
No. 96-261. See §63.18(e)(3)-(4). If at any time the Commission finds, after an initial
determination of compliance for a particular country, that the country no longer provides
equivalent resale opportunities or that market distortion has occurred in the routing of traffic
between the United States and that country, carriers shal comply with enforcement actions taken
by the Commission. This condition shall not apply to a carrier's use of its authorized facilities-
based private lines to provide service as described in § 63.18(€)(4)(ii)(B).



Appendix C: Classification of Economies

Teledensity Less

Low Income**

Lower Middle Income** Upper Middle Income**

High Income**

Than One* (less than $726) ($726-$2,895) ($2,896-8,955) ($8,956 or more)
Afghanistan Afghanistan Algeria Antigua & Barbuda Andorra
Angola Albania Angola Argentina Aruba
Bangladesh Armenia Belarus Bahrain Australia
Benin Azerbaijan Belize Barbados Austria
Bhutan Bangladesh Bolivia Brazil Bahamas, The
Burkina Faso Benin Botswana Chile Belgium
Burundi Bhutan Bulgaria Czech Republic Bermuda
Cambodia Bosnia Cape Verde French Guiana Brunei
Cameroon Burkina Faso Colombia Gabon Canada
Central Afr. Rep. Burundi CostaRica Greece Cayman Islands
Chad Cambodia Croatia Guadeloupe Channel Islands
Comoros Cameroon Cuba Hungary Cyprus
Congo, Dem. Rep Central African Rep Djibouti Isle of Man Denmark
Congo, Rep. of  Chad Dominica Korea, Republic Faeroe Idlands
Cote D'lvoire China Dominican Republic  Libya Finland
Equatorial Guines Comoros Ecuador Malaysia France
Eritrea Congo, Dem. Rep.  El Salvador Malta French Polynesia
Ethiopia Congo, Rep. of Estonia Martinique Germany
Ghana Coted' lvoire Fiji Mauritius Greenland
Guinea Egypt Grenada Mayotte Hong Kong
Guinea-Bissau  Equatorial Guinea Guatemala Mexico Iceland
Haiti Eritrea Indonesia New Caledonia Ireland
Kenya Ethiopia Iran Oman Israel
Laos Gambia, The Irag Reunion Italy
Lesotho Georgia Jamaica Saudi Arabia Japan
Liberia Ghana Jordan Seychelles Jersey
Madagascar Guinea Kazakhstan Slovenia Kuwait
Malawi Guinea-Bissau Kiribati South Africa Liechtenstein
Mali Guyana Korea, DPR St. Kitts & Nevis L uxembourg
Mauritania Haiti Latvia St. Lucia Macao
Mozambique Honduras Lebanon Trinidad & Tobago Monaco
Myanmar India Lithuania Uruguay Neth. Antilles
Nepal Kenya Macedonia, FYR Netherlands
Niger Kyrgyz Republic ~ Maldives New Zealand
Nigeria Laos, PDR Micronesia Norway
Rwanda Lesotho Moldova Portugal
Senegal Liberia Morocco Qatar
SierraLeone Madagascar Namibia Singapore
Somalia Mal awi Panama Spain
Sudan Mali Papua New Guinea Sweden
Tanzania Mauritania Paraguay Switzerland
[ Togo Mongolia Peru Taiwan




Appendix C: Classification of Economies

Teledensity Less Low Income**  Lower Middle Income** Upper Middle Income**

High Income**

Than One* (less than $726) ($726-$2,895) ($2,896-8,955) ($8,956 or more)
Uganda Mozambique Philippines UAE
Zambia Myanmar Poland United Kingdom

Nepal Romania
Nicaragua Russian Federation
Niger Slovak Republic
Nigeria St. Vincent
Pakistan Suriname

Rwanda Swaziland

Sao Tome & Princip Syria

Senegal Thailand
SierraLeone Tonga

Somalia Tunisia

Sri Lanka Turkey

Sudan Turkmenistan
Tajikistan Ukraine

Tanzania Uzbekistan

Togo Vanuatu

Uganda Venezuela
Vietnam West Bank & Gaza
Yemen Western Samoa
Zambia Yugoslavia
Zimbabwe

*  Source: "World Telecommunication Development Report”, ITU (1996/1997).
** Source: "Socia Indicators of Development, 1996," World Bank, 1996.




APPENDIX D: Tariffed Component Prices

International International  National Tariffed
Country Transmission Switching Extension Component Price
[Argentina 6.7¢ 3.4¢ 22.0¢ 32.1¢
Australia 4.8¢ 1.9¢ 12.0¢ 18.7¢
Austria 8.1¢ 1.9¢ 21.4¢ 31.4¢
Bahamas 5.2¢ 1.9¢ 12.8¢ 19.9¢
Barbados 8.6¢ 3.4¢ Zero 12.0¢
Belgium 3.0¢ 1.9¢ 9.2¢ 14.1¢
Bermuda 4.5¢ 1.9¢ 3.5¢ 9.9¢
Brazil 6.6¢ 3.4¢ 17.8¢ 27.8¢
Chile 2.9¢ 3.4¢ 12.3¢ 18.6¢
China 8.7¢ 4.8¢ 4.2¢ 17.7¢
Colombia 5.1¢ 4.8¢ 8.6¢ 18.5¢
Costa Rica 3.3¢ 4.8¢ 2.2¢ 10.3¢
Czech Republic 8.1¢ 3.4¢ 7.5¢ 19.0¢
Denmark 5.9¢ 1.9¢ 6.6¢ 14.4¢
Dominican Republic 3.6¢ 4.8¢ 6.1¢ 14.5¢
Ecuador 2.9¢ 4.8¢ 2.6¢ 10.3¢
Egypt 10.4¢ 4.8¢ 2.0¢ 17.2¢
El Salvador 5.9¢ 4.8¢ 1.1¢ 11.8¢
France 2.9¢ 1.9¢ 12.7¢ 17.5¢
Germany 4.3¢ 1.9¢ 13.6¢ 19.8¢
Greece 5.2¢ 3.4¢ 14.4¢ 23.0¢
Guatemala 3.1¢ 4.8¢ 2.4¢ 10.3¢
Guyana 6.6¢ 4.8¢ 0.6¢ 12.0¢
Haiti 8.6¢ 4.8¢ 17.0¢ 30.4¢
Honduras 3.1¢ 4.8¢ 8.7¢ 16.6¢
Hong Kong 5.1¢ 1.9¢ Zero 7.0¢
Hungary 6.1¢ 3.4¢ 4.9¢ 14.4¢
India 8.1¢ 4.8¢ 18.3¢ 31.2¢
Indonesia 6.8¢ 4.8¢ 23.9¢ 35.5¢
Ireland 2.7¢ 1.9¢ 13.4¢ 18.0¢
Israel 4.2¢ 1.9¢ 2.4¢ 8.5¢
Italy 4.8¢ 1.9¢ 11.5¢ 18.2¢
Jamaica 2.9¢ 4.8¢ 1.0¢ 8.7¢
Japan 6.5¢ 1.9¢ 11.3¢ 19.7¢
Jordan 15.9¢ 4.8¢ 2.3¢ 23.0¢
Kenya 25.5¢ 4.8¢ 12.3¢ 42.6¢
Korea 5.1¢ 3.4¢ 4.3¢ 12.8¢
Kuwait 7.1¢ 1.9¢ Zero 9.0¢
Malaysia 6.6¢ 3.4¢ 12.4¢ 22.4¢
Mexico 0.9¢ 3.4¢ 12.5¢ 16.8¢
Netherlands 2.6¢ 1.9¢ 5.3¢ 9.8¢
New Zealand 5.7¢ 1.9¢ 16.2¢ 23.8¢
Nicaragua 3.8¢ 4.8¢ 3.7¢ 12.3¢
Norway 3.2¢ 1.9¢ 6.5¢ 11.6¢
Pakistan 14.7¢ 4.8¢ 7.2¢ 26.7¢
Panama 4.7¢ 4.8¢ 9.9¢ 19.4¢
Peru 5.8¢ 4.8¢ 5.5¢ 16.1¢
Philippines 6.5¢ 4.8¢ 12.6¢ 23.9¢
Poland 4.7¢ 4.8¢ 15.1¢ 24.6¢
Portugal 4.6¢ 1.9¢ 17.4¢ 23.9¢
Russia 5.4¢ 4.8¢ 25.2¢ 35.4¢
Singapore 5.0¢ 1.9¢ 0.7¢ 7.6¢
South Africa 5.2¢ 3.4¢ 8.3¢ 16.9¢
Spain 4.8¢ 1.9¢ 11.4¢ 18.1¢

sweden 3.0¢ 1.9¢ 4.00 10.0¢




APPENDIX D: Tariffed Component Prices

International International  National Tariffed
Country Transmission Switching Extension Component Price
Switzerland 4.4¢ 1.9¢ 14.3¢ 20.6¢
Taiwan 5.7¢ 1.9¢ 6.3¢ 13.9¢
Thailand 4.0¢ 4.8¢ 8.3¢ 17.1¢
Trinidad 3.6¢ 3.4¢ 7.6¢ 14.6¢
Turkey 5.4¢ 4.8¢ 7.7¢ 17.9¢
United Arab Emirates 3.3¢ 1.9¢ 2.5¢ 7.7¢
United Kingdom 2.4¢ 1.9¢ 8.7¢ 13.0¢
Uruguay 12.7¢ 3.4¢ 6.2¢ 22.3¢
Venezuela 3.7¢ 4.8¢ 15.3¢ 23.8¢
Vietham 9.3¢ 4.8¢ 10.6¢ 24.7¢




APPENDIX E
Tariffed Components Price Methodology
l. Introduction

In this Appendix, we describe the "tariffed components price" (TCP) methodology which
we adopt in this Order as the basis for calculating international settlement rate benchmarks.
Pursuant to this methodology, we develop prices for each of the three network elements that are
used to provide internationa telephone service. We describe in this Appendix the structural
framework we developed to calculate these prices, as well as the data collection procedures and
tariff rate information we used as inputs in the model. We explain the estimation procedures we
used to compute the network element prices, including the underlying assumptions for each
element, and present several examples to demonstrate the estimation procedures. Finaly, we
provide a summary of each country's prices and append the underlying basic tariff rate information
for each of the countriesin the study.

Pursuant to the TCP methodol ogy, we calculate prices for the three network elements that
are used to provide international message telephone service (IMTS) identified by the International
Telecommunication Union's Telecommunication Standardization Sector (ITU-T) in
Recommendation D.140.' These three elements are: (1) international transmission facilities; (2)
international switching facilities; and (3) national extension (domestic transport and termination).
We use foreign carriers unbundled tariff rates to calculate a price for two of these elements and
information published by the ITU to calculate a price for the remaining element. The prices we
calculate are based on cost components identified by the ITU for each element. We refer to these
prices as the "tariffed component price" of each element, and the sum of these prices for each
foreign carrier as the "tariffed components price" (TCP).

Table 1 summarizes the TCPs for each country. More detailed results, which include each
of the component elements described in this report, are presented in Tables 2 through 5.

! See ITU-T Recommendation D.140, Charging and Accounting Rate Principles for International
Telephone Service, Annex A, "Guidelines for the cost elements to be taken into account when determining
accounting rates and accounting rate shares for the international telephone service,” Geneva (1992).
ITU-T Recommendation D.140 calls for transparent, cost-oriented, nondiscriminatory accounting rates.
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Table 1. Tariffed Components Prices
(per minute)

Country TCP Country TCP
Argentina 32.1¢ Jordan 23.0¢
Australia 18.7¢ Kenya 42.6¢
Austria 31.4¢ Korea 12.8¢
Bahamas 19.9¢ Kuwait 9.0¢
Barbados 12.0¢ Malaysia 22.4¢
Belgium 14.1¢ Mexico 16.8¢
Bermuda 9.9¢ Netherlands 9.8¢
Brazil 27.8¢ New Zealand 23.8¢
Chile 18.6¢ Nicaragua 12.3¢
Colombia 18.5¢ Norway 11.6¢
Costa Rica 10.3¢ P.R. of China 17.7¢
Czech Republic 19.0¢ Pakistan 26.7¢
Denmark 14.4¢ Panama 19.4¢
Dominican Rep. 14.5¢ Peru 16.1¢
Ecuador 10.3¢ Philippines 23.9¢
Egypt 17.2¢ Poland 24.6¢
El Salvador 11.8¢ Portugal 23.9¢
France 17.5¢ Russia 35.4¢
Germany 19.8¢ Singapore 7.6¢
Greece 23.0¢ South Africa 16.9¢
Guatemala 10.3¢ Spain 18.1¢
Guyana 12.0¢ Sweden 10.0¢
Haiti 30.4¢ Switzerland 20.6¢
Honduras 16.6¢ Taiwan 13.9¢
Hong Kong 7.0¢ Thailand 17.1¢
Hungary 14.4¢ Trinidad 14.6¢
India 31.2¢ Turkey 17.9¢
Indonesia 35.5¢ U.AEE. 7.7¢
Ireland 18.0¢ United Kingdom 13.0¢
Israel 8.5¢ Uruguay 22.3¢
Italy 18.2¢ Venezuela 23.8¢
Jamaica 8.7¢ Vietnam 24.7¢
Japan 19.7¢

Il. Structural Framework

The TCP methodology is based on the framework for calculating cost-oriented accounting
rates set forth in ITU-T Recommendation D-140. Recommendation D.140 describes the
guidelines for cost elements used by carriers to terminate international calls and identifies the three
network elements that are used to provide international telephone service: (1) international
transmission facilities, (2) international switching facilities, and (3) national extension.
International transmission facilities consist of international terrestrial transmission or submarine
cables, international satellite transmission, or a combination of these facilities. The facilities that
comprise this network element include the links between the earth stations or cable landing
stations and the international switching facilities. International switching facilities consist of
international switching centers, including their associated transmission and signalling equipment.
Finally, the national extension element includes that part of the national exchanges, national
transmission facilities, and the local loop (if specified in the operating agreement between carriers)
that is used to terminate international telephone service.

In the absence of information about foreign carriers costs of terminating international
traffic, we use foreign carriers tariff rates that correspond to the network elements of the
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structural framework adopted by the ITU-T in Recommendation D.140 and information published
by the ITU to caculate benchmarks that more closely approximate costs than current settlement
rates.

I11. Data Collection

The data we use to calculate settlement rate benchmarks was obtained through a study of
foreign carriers tariffed rates undertaken by the International Bureau. The Bureau included
seventy-one countriesin its original study sample. The Bureau selected sixty of the countriesin
the study because they represent the largest volumes of international service with the United
States and the remaining eleven countries to ensure proper representation of all geographic
regions. These countries accounted for 95 percent of the U.S. international telephone traffic in
19942

The Bureau sent a questionnaire to these seventy one-countries seeking tariff information
for international dedicated (private line) services from each country to the United States and for
local and long distance service within the countries. The Bureau received data for the study from
published tariffs or directly from the carriers. The data collection period was the fourth quarter of
1995 through June 1996. During this time, the Bureau supplemented the original information
with revisions and corrections. Responses from sixty-five countries contained information that
the Bureau deemed usable for the study. The Bureau excluded the other six countries from the
study due to data deficiencies.

Data for the International Transmission Component: International telephone service
between the United States and most countries included in the sample is transmitted over
international telephone networks equipped with high speed digital circuits, either T1 (1.544
Mbps) or E1 (2.048 Mbps) circuits. Most carriers offer international dedicated service to their
customers using the same type of high capacity circuit. Thus, we use foreign carriers private line
rates for dedicated circuits to calculate the TCP for the international transmission component.
The Bureau sought in its questionnaire detailed information for al available rates for international
dedicated services between the sample countries and the United States, such as the tariff rates for
service offerings of al pertinent bandwidths, the transport media used to provide the service
offerings, the availability of multi-year pricing plans, and any volume discount options offered to
users. Such tariff information is not available for all the countriesin the Bureau's study. The
carriersin Guyana and Haiti, for example, do not publish tariffs for international dedicated
circuits, but they offer dedicated service to the United States under negotiated rates. For these
two carriers, we use the highest tariff rate for dedicated service to the United StatesusingaT1 or
E1 circuit from another country in the same region as a proxy for the tariff rate for service from
Guyana and Haiti. For Guyana, we use the price of an E1 circuit available for international
service in Brazil. For Haiti, we use the price for a T1 circuit in Barbados. For other carriers that
do not offer international dedicated service with either T1 or E1 circuits, we use the published

2 The countries and their associated minutes of service for 1994 are listed in Attachment A.
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tariff rate for the highest bandwidth circuit.®* We list the tariffs for international dedicated service
used in the study in Attachment C.

Data for the National Extension Component: For the national extension component, the
Bureau solicited detailed information in its questionnaire on the prices charged to the carriers
customers in each country for domestic direct dialed telephone service. For each country in the
sample, the Bureau collected information on the tariff rates for all available rate periods and rate
bands, primarily from public telephone directories. Thisinformation includes the hours of the day
and days of the week when the rates are in effect, and the distances for the rate bands. The
Bureau also collected information on volume pricing plans for domestic telephone service,
network configuration for international telephone traffic, domestic numbering plan, and other
related information. The tariffs for domestic telephone service used in the study are characterized
by substantial structural variations. The number of rate periods, for example, varies from one to
five, and the number of mileage rate bands ranges from one to fourteen. Several carriers have
tariffs with different rate periods for local service and long distance service. In three of the
countries in the study, Barbados, Hong Kong, and Kuwait, consumers are not charged on a per
minute basis for domestic calls. Some carriers offer volume discounts, e.g., Germany, Japan and
Norway. These discounts are factored into the study. We provide a detailed summary of the
tariff rates for domestic public switched telephone service used in the study in
Attachment D.

Data for the International Switching Component: We use data published by the
ITU-T to calculate a TCP for the international switching facilities rate component.*

1V. Estimation Procedures

We use the information collected from the Bureau's study, along with ITU-T data, to
estimate a price per minute to terminate switched message tel ephone service from the United
States. As noted above, we refer to the composite of the prices for each network element as the
tariffed components price (TCP) of a country. Again, the three network elements are: (1)
international transmission facilities; (2) international switching facilities; and (3) costs associated
with the local distribution (or “national extension”) of calls within the country. The methods we
use to compute the price for each element are discussed below.

A. International Transmission Facility Tariffed Component Prices

8 The countries that fall into this category are Argentina, Kenya, Nicaragua, and Uruguay. For Argentina,
we use the tariff rate for a 512 Kbps circuit. For the others, we use tariff rates for a 128 Kbps circuit.

4 See ITU-T Recommendation D.300R, Recommendations for Regional Application, "Determination of

accounting rate shares in telephone relations between countries in Europe and the Mediterranean Basin,"
Geneva (1995).
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Many carriers offer international private line service to their customers using high capacity
circuits. Typically, these are 1.5 or 2.0 Mbps circuits. These circuits are functionally equivaent
to the dedicated circuits used by carriersto provide IMTS. For international telephony, carriers
use high capacity circuits (e.g., 1.5 or 2.0 Mbps facilities) to interconnect with U.S. facilities-
based carriers. We therefore use the rates charged by carriers for dedicated private line service to
calculate a TCP for the international transmission component.® If a carrier offers private line
service to its customers using high-speed digital facilities, we use the rate charged for that service.
If acarrier offers private line service using ower speed facilities, we use the tariff rate charge for
that service to calculate the TCP for the international transmission component. Some carriers
offer multi-year service options at reduced rates to their customers. Others offer reductions from
their tariff rates to customers with large billings. We reflect these options where applicable in our
calculations. The tariff rates we use to calculate the international transmission component,
including the service bandwidth and time period, are shown in Attachment C.

To calculate a TCP for the international transmission component of a carrier's settlement
rate, we must convert the monthly private line rates to a charge per minute. We do this by first
calculating the number of voice grade circuits that are derived from a private line half-channd. A
2.048 Mbps half-channel is comprised of thirty 64 Kbps circuits.® Each 64 Kbps circuit can be
multiplexed to produce voice grade circuits capable of completing switched international calls.
Digitalization capabilities enable carriers to derive arange of voice grade circuits from a 64 Kbps
half-channel. Typically, U.S. facilities-based carriers derive about four voice grade circuits from a
64 Kbps half-channel for IMTS, although substantially more circuits are possible.” Because the
general practice among U.S. carriersis to derive four voice grade circuits from a 64 Kbps half-
channel, we use a multiplication factor of 4:1 to calculate the number of voice grade circuits
derived from a private line haf-channel. Using a multiplication factor of 4:1, we find that 120
equivalent voice grade circuits can be derived from a 2.048 Mbps half-channel.

5 As noted, the carriers in Guyana and Haiti do not publish their tariffs for international dedicated service.
They do, however, offer the service at rates that are negotiated but not disclosed. In order to include these
countries in the study, we used the highest available tariff for comparable service in the respective region
as aproxy for these countries unpublished data. For service with Guyana, we used the tariff for 2.048
Mbps service in Brazil. For service with Haiti, we used the tariff for 1.544 Mbps service in Barbados.

6 A 1.544 Mbps half-channel is comprised of twenty-four 64 Kbps circuits, a 512 Kbps half-channel is
comprised of eight 64 Kbps circuits, and a 128 Kbps half-channel is comprised of two 64 Kbps circuits.

! Many multiplication factors are used to provide IMTS with the advent of digitalization of international
circuitsin the late 1980’s. In the reseller market, for example, 5:1 or 6:1 multiplication factors are
common, and figures of 8:1 or 10:1 have been reported. U.S. facilities-based carriers generally derive
about four voice grade circuits from a half channel for IMTS with foreign carriers. Other things being
equal, the cost per minute for the international transmission component is inversely related to the
multiplexing ratio that is used. In other words, as the number of circuit per half channel increases, the
cost per minute decreases.
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We next estimate the rate per minute for the voice grade circuits using monthly minutes
transmitted over acircuit. Monthly minutes transmitted over internationa circuits vary from
country to country, from carrier to carrier, and from month to month. Recent operating
experience of U.S. facilities-based carriers suggests that about 8,000 minutes of voice traffic per
circuit per month represents a reliable and reasonable usage level for the countries included in the
study. This figure represents a usage level of less than twenty percent and, therefore, may be a bit
conservative. It suggests that significantly higher levels of usage can be transmitted over
international circuits. Nonetheless, to be conservative in our estimates, we use a usage level of
8,000 minutes per month to convert the private line rates to a per minute charge.

We present here two examples to demonstrate how we use carriers private line tariffsto
calculate the TCP for the international transmission component.

Example 1. France. International private line service offered by France Telecom provides
an example involving an E1 circuit (2.048 Mbps). France Telecom’s monthly tariff rate for an E1
circuit with alease period of five years for service to the United Statesis 167,300 French Francs
(FF). France Telecom offers a 15 percent discount to customers with a monthly billing of more
than 300,000 FF. Because U.S. facilities-based carriers generate monthly bills that exceed
300,000 FF, they are entitled to the discount. Allowing for the 15 percent discount in France
Telecom's tariff rate reduces the monthly charge to 142,205 FF per circuit, at an exchange rate of
US$ 1.00=5.16 FF. With thirty 64 Kbps circuits to an E1 half-channel, a multiplication factor of
4.1, and ausage level of 8,000 minutes per circuit per month, 960,000 minutes are transmitted
over an E1 half-channel in an average month. Thus, France Telecom's monthly tariff rate, after
the discount, is equal to an average charge of $0.029 per minute for the international transmission
facility component for service from the United States to France.

Example 2. Uruguay. Uruguay provides an example of the procedure used in the study to
estimate the international transmission facility component for flat rate private line service
transmitted over acircuit with lower bandwidth than an E1 haf-channel (i.e., there is no reduction
from the tariff rate for a multi-year lease and no discount for large volume customers). Serviceis
offered with a 128 Kbps half-channel. ANTEL 'stariff rate for this service, at an exchange rate of
US$ 1.00=New Pesos 7.53, is $8,131 per month. There are no adjustmentsin thisrate. With
two 64 Kbps circuits to a half-channel, a multiplication factor of 4:1, and a usage level of 8,000
minutes per circuit per month, 64,000 minutes are transmitted over a half-channel in an average
month. Thus, ANTEL's monthly tariff rate is equivalent to an average charge of $0.127 per
minute for the international transmission facility component for service between the United States
and Uruguay.

A summary of the international transmission TCP is presented in Table 2 and included in
Attachment B.

Table 2. International Transmission Tariffed Component Prices
(per minute)
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Country TCP Country TCP
Argentina 6.7¢ Jordan 15.9¢
Australia 4.8¢ Kenya 25.5¢
Austria 8.1¢ Korea 5.1¢
Bahamas 5.2¢ Kuwait 7.1¢
Barbados 8.6¢ Malaysia 6.6¢
Belgium 3.0¢ Mexico 0.9¢
Bermuda 4.5¢ Netherlands 2.6¢
Brazil 6.6¢ New Zealand 5.7¢
Chile 2.9¢ Nicaragua 3.8¢
Colombia 5.1¢ Norway 3.2¢
Costa Rica 3.3¢ P.R. of China 8.7¢
Czech Republic 8.1¢ Pakistan 14.7¢
Denmark 5.9¢ Panama 4.7¢
Dominican Rep. 3.6¢ Peru 5.8¢
Ecuador 2.9¢ Philippines 6.5¢
Egypt 10.4¢ Poland 4.7¢
El Salvador 5.9¢ Portugal 4.6¢
France 2.9¢ Russia 5.4¢
Germany 4.3¢ Singapore 5.0¢
Greece 5.2¢ South Africa 5.2¢
Guatemala 3.1¢ Spain 4.8¢
Guyana 6.6¢ Sweden 3.6¢
Haiti 8.6¢ Switzerland 4.4¢
Honduras 3.1¢ Taiwan 5.7¢
Hong Kong 5.1¢ Thailand 4.0¢
Hungary 6.1¢ Trinidad 3.6¢
India 8.1¢ Turkey 5.4¢
Indonesia 6.8¢ U.AEE. 3.3¢
Ireland 2.7¢ United Kingdom 2.4¢
Israel 4.2¢ Uruguay 12.7¢
Italy 4.8¢ Venezuela 3.7¢
Jamaica 2.9¢ Vietnam 9.3¢
Japan 6.5¢

B. International Switching Facility Tariffed Component Prices

Thereislittle information in the public domain concerning the international switching
facility component. Carriersin Sweden and the United Kingdom have termination tariffs which
could serve as areference point for international switching costs incurred by a correspondent but
these arrangements may not be representative of other countriesin the study.? In other cases,
developing areasonable estimate is a complex procedure because a correspondent’ s switch is
often used for domestic service, both local and long distance calls, and for international service,
both originating and terminating calls. Thus, even if relevant information is available, potentially
complex cost allocation and relative usage problems would need to be addressed in order to
develop separate estimates for the international switching facility component.

8 Telia, the domestic carrier in Sweden, has an interconnect tariff which allows competing international
carriers to interconnect with its domestic network. The tariff has two components: a monthly connection
point charge of approximately $6,000, and fixed monthly charge of approximately $73 per facility, e.q.,
2.048 Mbps circuit. These fixed charges are equivaent to a monthly rate of $0.003 per minute for usage
of 8,000 minutes per circuit.
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Fortunately, the ITU-T has published information used by TEUREM member countries’
for telephone settlements among them.™® These countries base settlements on accounting rate
shares for each of the three network elements identified in ITU-T Recommendation D.140:
international transmission, international exchange, and national extension. The accounting rate
shares for each network element, which are denominated in SDRs, vary with the proportion of
plant capacity composed of digital equipment relative to total plant capacity. The accounting rate
share declines as the digitalization capability rises to reflect the greater efficiency of digital
equipment. The digitalization categories are: (1) 0-30%, (2) 31-60%, and (3) 61-100%. To
determine settlements for the international exchange component, TEUREM countries use an
accounting rate share of 0.0324 SDR (about $0.048) for the first category, 0.0228 SDR (about
$0.034) for the second category, and 0.129 SDR (about $0.019) for the third category. Using
these digitalization categories, TEUREM countries cal cul ate accounting rate share figures from
datafiled by the member countries.

We use the accounting rate share information published in ITU-T Recommendation
D.300R to calculate the TCP for the international transmission component. However, we must
devise abasis for assigning digitalization categories to countries, as the results presented in ITU-T
Recommendation D.300R do not list the countries that fall into each digitalization category.
Generally, telecommunications networks in developing countries are less technologically
advanced and, therefore, have lower levels of digital equipment than those in industrialized
countries. We therefore use TEUREM's highest accounting rate share figure for the international
exchange component, 0.0324 SDR, to estimate the TCP for the international switching
component for the least developed countries in the study. We use the lowest figure, 0.0129 SDR,
for the most developed countries, and the middle figure, 0.0228, for other countries.

For purposes of assigning digitalization categories to countries, we classify countries
according to their level of economic development. We use the World Bank's classification
scheme,™* which is also used by the ITU.*? This classification scheme has four categories:

9 ITU-T Recommendation D.300R. See supra, n.4. An exchange rate 1.0 SDR = $1.48 is used to convert
the TEUREM figuresto U.S. dollar figures.

0 The TEUREM results are based on analyses of operating results conducted by arange of member carriers
that provide service in industrialized and developing countries. The TEUREM group are: Albania,
Algeria, Andorra, Austria, Belgium, Bulgaria, Cyprus, Czech Republic, Denmark, Egypt, Finland,
France, Gibraltar, Germany, Greece, Greenland, Hungary, Ireland, Israel, Italy, Lebanon, Libya,
Liechtenstein, Luxembourg, Malta, Monaco, Morocco, Netherlands, Norway, Poland, Romania, San
Marino, Spain, Sweden, Switzerland, Syria, Tunisia, Turkey, United Kingdom, Russia, Vatican City
State, and Y ugoslavia.

1 See Social Indicators of Development, World Bank, Washington, D.C. (1996).

= See World Telecommunication Indicators 1994/1995, International Telecommunication Union, Geneva
(1995).

E-8



low income, GNP per capita of $726 or less;

lower middle income, GNP per capita between $726 and $2,895;
upper middle income, GNP per capita between $2,896 and 8,955; and
high income, GNP per capita greater than $8,955.

Table 3 lists the countries in the study by their level of economic development.

Table 3. Economic Development Classification

Low Lower Middle Upper Middle High
Egypt Colombia Argentina Australia
Guyana Costa Rica Barbados Austria
Haiti Dominican Rep. Brazil Bahamas
Honduras Ecuador Chile Belgium
India El Salvador Czech Republic Bermuda
Kenya Guatemala Greece Denmark
Nicaragua Indonesia Hungary France
P.R. China Jamaica Korea, Rep. Germany
Pakistan Jordan Malaysia Hong Kong
Vietnam Panama Mexico Ireland
Peru South Africa Israel
Philippines Trinidad & Tobago Italy
Poland Uruguay Japan
Russian Fed. Kuwait
Thailand Netherlands
Turkey New Zealand
Venezuela Norway
Portugal
Singapore
Spain
Sweden
Switzerland
Taiwan
U.AE.
United Kingdom




A summary of the international switched facilities TCP is presented in Table 4 and
included in Attachment B.

Table 4. International Switched Facilities Tariffed Component Prices
(per minute)

Country TCP Country TCP
Argentina 3.4¢ Jordan 4.8¢
Australia 1.9¢ Kenya 4.8¢
Austria 1.9¢ Korea 3.4¢
Bahamas 1.9¢ Kuwait 1.9¢
Barbados 3.4¢ Malaysia 3.4¢
Belgium 1.9¢ Mexico 3.4¢
Bermuda 1.9¢ Netherlands 1.9¢
Brazil 3.4¢ New Zealand 1.9¢
Chile 3.4¢ Nicaragua 4.8¢
Colombia 4.8¢ Norway 1.9¢
Costa Rica 4.8¢ P.R. of China 4.8¢
Czech Republic 3.4¢ Pakistan 4.8¢
Denmark 1.9¢ Panama 4.8¢
Dominican Rep. 4.8¢ Peru 4.8¢
Ecuador 4.8¢ Philippines 4.8¢
Egypt 4.8¢ Poland 4.8¢
El Salvador 4.8¢ Portugal 1.9¢
France 1.9¢ Russian Fed. 4.8¢
Germany 1.9¢ Singapore 1.9¢
Greece 3.4¢ South Africa 3.4¢
Guatemala 4.8¢ Spain 1.9¢
Guyana 4.8¢ Sweden 1.9¢
Haiti 4.8¢ Switzerland 1.9¢
Honduras 4.8¢ Taiwan 1.9¢
Hong Kong 1.9¢ Thailand 4.8¢
Hungary 3.4¢ Trinidad 3.4¢
India 4.8¢ Turkey 4.8¢
Indonesia 4.8¢ U.AEE. 1.9¢
Ireland 1.9¢ United Kingdom 1.9¢
Israel 1.9¢ Uruguay 3.4¢
Italy 1.9¢ Venezuela 4.8¢
Jamaica 4.8¢ Vietnam 4.8¢
Japan 1.9¢

C. National Extension Tariffed Component Prices

The caculation of the TCP for the national extension component requires several steps.
Thefirst step is to determine the distribution of international calls from the United States within
each country included in the study. The distribution categories vary with the tariff rate
classifications for local and toll service within each country. The categories could include time of
day, day of the week, mileage, etc., depending upon the carrier's tariff schedule. We distribute
international calls from the United States among service classifications, time periods, and the
destination of the calls using information collected on customers' calls during a three month period
that began on January 6, 1996. In many countries, most calls from the United States terminate
in magor metropolitan areas. In many cases, more than 70 percent of the callsfall into this
category. Tariff ratesfor service in metropolitan areas are generally significantly lower than those

13 Cdl distribution information was collected for AT& T's network. The data collected during the sampling
period was made available on the record by AT& T on a confidential basis. See Order Granting Motion
for Confidential Treatment, IB Docket No. 96-261, DA-97-1563 (rel. July 23, 1997).
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for callsto remote areas. In Argentina, for example, calls within Buenos Aires have arate during
the normal period of $0.021 per minute as compared to $1.418 per minute for a call transmitted
beyond 600 kilometers.

The second step in developing an estimate for the national extension TCP is to determine
the distance from the foreign international exchange switch through which the calls pass en route
to their final destination. This determination is necessary because domestic rates in many
countries included in the sample vary with distance.

The third step of the estimation process is to select the appropriate tariff rate to use for the
minutes in each distribution category. We use the lowest rate offered by a carrier for each of its
different tariff elements. In those cases where a carrier offers a discount available for large
volumes of domestic service, the discount is used to calculate the estimates. 1n Japan, for
example, NTT offers volume discounts ranging from 5 to 25 percent, which are reflected in the
estimates of the national extension component for Japan. We present a complete list of the
nationa tariffs we use to calculate the national extension component in Attachment D.

Thefinal step isto develop a country's national extension TCP. We derive the TCP from
the information about the distribution of international calls from the United States among tariff
rate categories, the destination points within a country, and the distance from a country's
international gateway switch or switches. Theresult isafigure that is weighted by each country's
distribution of minutes from the United States among service and tariff rate categories, the
particular domestic telephone service tariff schedule, and the distribution of calls throughout the
country.

We present here two examples to demonstrate how we use carriers nationa tariffsto
calculate the TCP for the international transmission component.

Example 1. Argentina. Argentina presents an uncomplicated example of the process used
to estimate a national extension component. Call distribution information for service from the
United States to this country shows that 80 percent of U.S. service terminates in the Buenos Aires
area. Thelocal domestic charge for minutesin this areais $0.021 per minute. There are ten
mileage rate bands in Argentina but only a small amount of internationa traffic from the United
States terminates in each rate band. In order to simplify the estimation process without a
significant loss in accuracy, the minutes terminating outside the area of Buenos Aires are
combined into two categories and the highest rate for each category is used. Thus, all minutes that
terminated in mileage rate bands 2 through 6 are combined and the tariff rates for rate band 6 (as
shown in Attachment D) are used for these minutes. Similarly, all minutes terminating in mileage
rate bands 7 through 10 are combined and the tariff rates for rate band 10 (as shown in
Attachment D) are used in the calculation. The result is an estimated nationa extension TCP of
$0.22 per minute for Argentina.
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Example 2. India. India has a complicated tariff rate schedule for service within the
country and international service from the United States is more widely distributed throughout the
country than is the case with Argentina. These two features of service with India add to the
difficulty in estimating the national extension TCP. In addition, there are four international
gateway switches that serve the entire country. Thislast factor means that, in order to estimate
India's national extension TCP, it is necessary to locate each city calling code in relation to the
nearest gateway switch. We plot the seven mileage rate bands for domestic servicein India
around each international gateway switch and assign the appropriate city calling code to the
proper rate band based on the distance from the nearest gateway switch. We determine the
percentage of traffic in each rate band by combining the appropriate city code and international
gateway switch. We group international traffic from the United States by the seven mileage rate
bands with time-of-day weighted prices. The resulting rates range from $0.02 per minute to
$0.789 per minute. Finaly, we weight the weighted rates for each mileage rate band by the
percentage of U.S. traffic terminating in the rate band. The resulting estimated national extension
TCPfor Indiais $0.183.
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A summary of the national extension TCPsfor all countriesis presented in Table 5 and
included in Attachment B.

Table 5. National Extension Tariffed Component Prices
(per minute)

Country TCP Country TCP
Argentina 22.0¢ Jordan 2.3¢
Australia 12.0¢ Kenya 12.3¢
Austria 21.4¢ Korea 4.3¢
Bahamas 12.8¢ Kuwait Zero
Barbados Zero Malaysia 12.4¢
Belgium 9.2¢ Mexico 12.5¢
Bermuda 3.5¢ Netherlands 5.3¢
Brazil 17.8¢ New Zealand 16.2¢
Chile 12.3¢ Nicaragua 3.7¢
Colombia 8.6¢ Norway 6.5¢
Costa Rica 2.2¢ P.R. of China 4.2¢
Czech Republic 7.5¢ Pakistan 7.2¢
Denmark 6.6¢ Panama 9.9¢
Dominican Rep. 6.1¢ Peru 5.5¢
Ecuador 2.6¢ Philippines 12.6¢
Egypt 2.0¢ Poland 15.1¢
El Salvador 1.1¢ Portugal 17.4¢
France 12.7¢ Russia 25.2¢
Germany 13.6¢ Singapore $0.7¢
Greece 14.4¢ South Africa 8.3¢
Guatemala 2.4¢ Spain 11.4¢
Guyana 0.6¢ Sweden 4.5¢
Haiti 17.0¢ Switzerland 14.3¢
Honduras 8.7¢ Taiwan 6.3¢
Hong Kong Zero Thailand 8.3¢
Hungary 4.9¢ Trinidad 7.6¢
India 18.3¢ Turkey 7.7¢
Indonesia 23.9¢ U.AEE. 2.5¢
Ireland 13.4¢ United Kingdom 8.7¢
Israel 2.4¢ Uruguay 6.2¢
Italy 11.5¢ Venezuela 15.3¢
Jamaica 1.0¢ Vietnam 10.6¢
Japan 11.3¢

V. Summary

In the absence of information about foreign carriers costs of terminating international
traffic, we must look to aternative sources of information to calculate settlement rate
benchmarks. In this Order, we adopt the tariffed components price, or TCP methodology, to
calculate settlement rate benchmarks. As described in detall in this Appendix, the TCP
methodology uses foreign carriers tariff rates that correspond to the network elements of the
structural framework adopted by the ITU-T in Recommendation D.140 and information published
by the ITU to calculate benchmarks.
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